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Preface 


The recent evolution of the federal budget deficit has led to a number of concerns 
about fiscal policy. Fiscal policy must be sensitive to both short- and long-run con- 
siderations. In the short run, fiscal policy has an important role to play in stabilizing 
aggregate demand through variations in the deficit, by automatic and discretionary 
means. The exercise of this role has no doubt helped prevent the recent cyclical 
downturn from being even more severe. The set of expenditure and revenue meas- 
ures that comprise fiscal policy must also ensure, however, that the government has 
access to the resources it requires to carry out public programs and that the balance 
between revenues and expenditures contributes to a stable and predictable environ- 
ment within which all economic decision-markers are able to develop long-term 
plans. 


Current and recent budget deficits must be seen in these contexts. The deficit wid- 
ened in 1975, a year of recession. In the remaining years of the decade, high deficits 
continued. This occurred despite an explicit federal policy of expenditure restraint 
which was successful in holding the trend growth in federal outlays to no more than 
the trend growth in the economy as a whole. The continuing pattern of deficits 
through the second half of the 1970s reflected a succession of tax cut measures 
introduced in response to the weak economic growth of the period. As the decade 
came to an end, several years of stimulative policy had resulted in a sizeable struc- 
tural deficit. However, the policy actions taken in 1980 and 1981 significantly 
decreased this underlying deficit. There seemed every reason to believe, in late 1981, 
that with modest economic growth the federal deficit would fall to levels which would 
be clearly sustainable from a longer-run perspective. 


Subsequent events have changed this picture quite radically. High interest rates and 

the recession have raised the federal deficit substantially. With the recovery expected 
to be moderate and gradual and with the international oil market outlook as weak as 

it now is, large decreases in the magnitude of the deficit will not be achieved easily. 


Thus, the question of the longer-term structural component of the deficit is again a 
matter of some concern. The broad parameters of the issue are clear: on the revenue 
side, the current tax structure combined with the outlook for the economy and for 
energy prices suggest relatively slow revenue growth in the years immediately ahead; 
on the expenditure side, the restraint exercises of recent years have already trimmed 
government spending substantially. Government wage and employment growth are 
already subject to strict control and any additional major expenditure cuts now would 
have direct and immediate negative impacts on those affected and on economic 
performance generally. This does not mean that nothing further can be done to bring 
the deficit down. But it does mean that reduction is difficult. | have started this dif- 
ficult process in this budget. 


Further actions may be required in the future, but they should be carefully considered 
in the context of a full understanding of the nature of the deficit, where it came from, 
and what its implications are. As well, there needs to be consideration of the implica- 
tions of reducing the deficit further or faster. These issues require frank and open dia- 
logue with Canadians. 


| do not hold the view that the deficit must be brought down immediately. | do not 
believe that the short-term ‘‘crowding out’’ consequences of the budget deficit are 
severe, and indeed the recession-induced increase in the government’s financial 
requirements has not hindered a substantial fall in interest rates since June of last 
year. Personal sector savings flows remain high by historical standards and private 
sector borrowing demands have been very low as a result of the recession. Thus 
there has been ample room for the federal government to finance the deficit without 
causing increases in interest rates. However, we must be vigilant to ensure that 
crowding out does not become a problem as economic activity picks up. The deficit 
must be brought down to lower levels as soon as appropriate for the economy. 


The issues surrounding fiscal policy in the 1980s are both important and complex. | 
hope that this paper will contribute further to the process of dialogue and serious 
examination of these matters. 


The Honourable Marc Lalonde 
Minister of Finance 
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Introduction and Summary ‘” 


The pattern of the federal budget balance since 1975 has diverged from that of the 
earlier period since the Second World War, both in the number of consecutive years 
of deficits and in the size of the deficits relative to gross national product (GNP). As 
seen in Chart 1, recent deficits relative to GNP have exceeded the peaks observed 
during the great depression, although not those of the Second World War. There has 
been an upward climb in the relative size of the public debt, as seen in Chart 2. Fed- 
eral deficits are also projected to remain relatively large in the foreseeable future, 
although there is considerable uncertainty attached to any specific projection. 


The purposes of this paper are two-fold: first, to shed some light on why these defi- 
cits occurred and second, to assess the implications of these observed and projected 
deficits for economic performance. There are two main parts to the paper. The first 
explores the main factors accounting for the emergence of a large federal deficit in 
1975 and its continued existence thereafter. For analytical convenience, three sorts 
of factors are identified and discussed: cyclical, other automatic but non-cyclical, and 
discretionary. The analysis indicates that cyclical factors played a relatively small role 
in the emergence of large deficits during the 1970s. More important were the roles 
played by certain non-cyclical factors, notably the changing world oil price situation 
which had major ‘‘automatic’”’ impacts on certain revenue and expenditure items 
such as the oil export charge and oil import compensation payments, and the rise in 
and increasing volatility of interest rates through the decade, which affected the level 
of public debt interest charges and the term structure of public debt. Perhaps most 
important in accounting for the rise in the deficit through the mid- 1970s was the 
thrust of discretionary policy: federal spending growth was held, on average, to 
roughly the same rate as GNP growth while federal revenues were substantially 
reduced, relative to GNP, by several discretionary tax cut measures in the 1974-1978 
period. 


The analysis in the first part of the paper reveals two distinct periods in the evolution 
of the deficit since 1974. The 1974-1978 period saw the deficit grow substantially 
relative to GNP, for the reasons just cited. But the 1979-1981 period witnessed a 
substantial decline in the deficit (again measured relative to GNP). This decline 
occurred despite a widening in the cyclical component of the deficit when the 
economy went into recession in 1980. And it occurred despite the very rapid growth 
in public debt interest costs, which was associated both with the impact of higher 
rates of inflation on nominal interest rates and with the higher level of real interest 
rates. The main factors accounting for the reduced relative deficit levels in the 
1979-1981 period were discretionary: continued expenditure restraint coupled with 
significant tax increases, most notably those associated with the National Energy 
Program. 


(1) Unless otherwise noted, all data in this paper are from the national accounts as published by Statistics 
Canada, and all references to deficits are as measured in the national accounts. Use of this accounting 
framework facilitates comparisons with other levels of government in Canada. The deficits on a national 
accounts basis show a broadly similar pattern to the public accounts deficit and financial requirements, 
which tend to be the focus of attention in budget speeches. See Annex A for a discussion of alternative 
accounting frameworks. 


Chart 1 
Federal Government Budget Balances (National Accounts Basis) 
(As a percentage of GNP) 
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Federal Net Liabilities 
(As a percentage of GNP) 
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Source: Statistics Canada,National Income and Expenditure Accounts,cat. 13-001, 
Financial Flow Accounts, cat. 13-563 and Department of Finance. (See Annex F) 


While cyclical factors are not identified as a major element in the evolution of the defi- 
cit between 1974 and 1978, they were more important in 1979-1981 and were 
Clearly a critical factor in 1982. A similar statement applies to the role played by the 
inflation premium in nominal interest rates and its impact on public debt charges. 
Analysis of the precise impact of cyclical and inflation factors on the deficit is subject 
to many uncertainties. The analysis and the uncertainties are also addressed in the 
first part of the paper. The tentative conclusion reached is that between $9 billion 
and $12 billion of the $21 billion (national accounts) federal deficit in 1982 can be 
classified properly as “‘cyclical’’ in nature while an additional $7 billion or so can be 
identified as offset by the impact of high inflation on the real value of the public 
debt.) 


The second part of the paper turns to the projected future path for the deficit. The 
federal deficit is expected to reach $27 billion on a national accounts basis in 1983. 
This would amount to 7 per cent of GNP. If deficits of this magnitude were to persist 
indefinitely, they would tend to cause some combination of inflation and crowding out 
of private spending. 


The risk of large federal deficits crowding out private investment in this year and next 
is quite low, but the risk increases in subsequent years as the recovery matures, even 
though the structural deficit is projected to decline both absolutely and as a share of 
GNP. The government will monitor the economic situation closely and make appro- 
priate adjustments to the fiscal plan as required. Although it would be hazardous and 
unwise to draw strong conclusions about the appropriate level or path for the deficit 
at this time, when the recovery is just beginning, it is clear that the very high deficit 
levels expected this year and next must be brought down in a way which avoids 
stunting the recovery and contributes to medium-term growth. 


For this reason, measures have been adopted which cause a “‘tilting’’ of the deficit 
track: policy measures announced in the budget will raise the structural or cyclically- 
adjusted deficit this year and next but will reduce it thereafter. The structural deficit 
is projected to be in the order of 1 to 2 per cent of GNP by 1987 as a result of these 
initiatives rather than the 2 to 3 per cent that would have been projected in the 
absence of the budget measures. 


(2) The borrowing requirements and other macro-economic effects stemming from the deficit, of course, 
were associated with the actual $21 billion deficit level (or the corresponding actual cash requirement), 
not some hypothetical adjusted level. However, the facts of the recession and the high inflation rate that 
prevailed in 1982 did have major implications for the economic and financial impacts of the deficit. The 
recession meant that more savings were available to finance the deficit, as personal savings rates rose 
and business investment fell. And the high inflation rate in 1982 meant that nominal stocks of assets 
and liabilities were expanding rapidly, thereby making it easier for the economy to accommodate 
increased federal borrowing. The concepts of cyclical and inflation adjustment are useful in shedding 
light upon the probable macro-economic impacts of deficits and upon the underlying “equilibrium posi- 
tion’ that the deficit would be headed toward if cyclical conditions were to reverse themselves and/or if 
inflation were to decline. But they do not, of course, change the fact that the actual deficit (and the 
actual increase in the net federal liabilities) in 1982 was $21 billion. 


A number of different terms are commonly used to describe budget balances that have been adjusted 
for the automatic effects of cyclical conditions on revenues and expenditures. Among them are cycli- 
cally-adjusted, high employment, structural and core deficits. In this paper the terms cyclically-adjusted 
and structural deficits are used interchangeably. See Annex E for a detailed explanation of the 
methodology and estimates. 
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This paper is intended to function as a reference document on the deficit, and 
includes seven technical annexes which provide background information on a num- 
ber of related issues. The first of these presents a general discussion of the different 
accounting frameworks that are sometimes used in computing the deficit. Annex B 
shows budget balances by government sector in Canada, with the provincial-local- 
hospital sector balance further broken down into two broad regional groupings. The 
third annex provides an international comparison of government budget balances. 
Annex D contains a more detailed review of federal revenue and expenditure 
developments since 1974 on a public accounts basis. Annex E describes the 
methodology used in the paper for calculating cyclically-adjusted budget balances 
and discusses the interpretation of the estimates. The sixth annex presents back- 
ground information on the issue of inflation adjustment of government budget bal- 
ances. Finally, Annex G provides some background information on deficits and eco- 
nomic performance. 


Historical Evolution of the Federal Deficit 


The federal budget balance fluctuated between surpluses and deficits in the 1950s 
and 1960s, averaging close to zero over the period as a whole. This pattern con- 
tinued in the early 1970s. After a small surplus in 1970, there were small deficits in 
1971 and 1972 followed by a small surplus in 1973 and a more substantial $1.1 bil- 
lion surplus (0.8 per cent of GNP) in 1974. Thereafter, the federal government 
recorded substantial deficits, rising from $3.8 billion in 1975 to $21.1 billion in 1982. 
What caused this emergence of persistent and growing deficits? To what extent was 
this development an automatic response to weaker economic performance and 
higher inflation rates and to what extent did it reflect discretionary actions — tax cuts 
and new spending programs — by the government? Has the record of the last eight 
years been one of steady erosion in the financial position of the federal government, 
or have there have been shifts in the underlying trend within the period? This section 
of the paper will review the historical record since 1974 in an attempt to shed some 
light on these different issues. 


Chart 3 provides some basic background information on the evolution of the federal 
deficit since 1967. It shows federal revenues and expenditures, on a national 
accounts basis, as a percentage of GNP. Over the period 1967-1974 revenues and 
expenditures relative to GNP both followed an upward trend, and surpluses were as 
frequent as deficits. In the 1975-1979 period, expenditures remained fairly stable 
while revenues fell sharply as a percentage of GNP. In 1980 and 1981, expenditures 
edged upward; by 1981 they exceeded the expenditure/GNP ratio recorded in 1975 
by a small margin. Revenues rose substantially relative to GNP in these two years. 
Finally, the chart reveals that in 1982 expenditures rose very sharply as a percentage 
of GNP, while revenues rose more slowly than GNP; the sharp rise in the expenditure 
share reflected the steep slide of economic activity in 1982. 


In sum, the widening of the deficit since 1974 reflected relative stability in expendi- 
tures and a decline in revenues, both expressed relative to the size of the economy. 
The deficit gap closed somewhat in 1980 and 1981 as revenues turned upward and 
expenditure restraint continued, but it widened substantially in 1982 with the advent 
of the recession. 


It is interesting to note that the pattern of widening deficits in Canada since 1974 has 
been broadly similar to developments in other countries, although the timing has dif- 
fered somewhat. Due to significant differences among countries in the division of 
responsibilities across levels of governments, international comparisons of budget 
balances are most appropriately made at the total government level. Over the 
1975-1981 period the total government deficit in Canada reached its highest level in 
1978 at 3.2 per cent of GNP; this peak was exceeded during that period in every 
other major Organization for Economic Co-operation and Development (OECD) 
country except France.” 


The growing importance of public debt charges in federal expenditures over the late 
1970s and early 1980s is notable. Given the roughly constant ratio of total expendi- 


(1) See Annex C for details. 
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Chart 3 
Federal Revenues and Expenditures (National Accounts Basis) 
(As a percentage of GNP) 
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Actual and Cyclically-Adjusted Budget Balances 
(As a percentage of GNP) 
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Source: Statistics Canada,National Income and Expenditure Accounts, 
cat. 13-001 and Department of Finance. 


tures to GNP from 1975 to 1981, rising public debt charges implied a reduction in the 
share of other expenditures. As will be discussed more fully below, this is of particular 
importance given that the interaction of high inflation and nominal interest rates 
changes the significance of interest payments as conventionally recorded. 


Variations in revenues and expenditures arise from three general sources: changes in 
cyclical conditions, discretionary initiatives, and non-cyclical yet still largely non-dis- 

cretionary developments. Changes in world energy prices that influence government 

revenues are generally considered to be in the last category. 


Cyclical conditions can have a large impact on the federal budget position. Revenues 
from the personal income tax, the corporate tax, the manufacturers’ sales tax, cus- 
toms and excise duties and unemployment insurance contributions are all sensitive to 
variations in the level of economic activity. Total expenditures are somewhat less sen- 
sitive to economic conditions than are revenues, although some spending compo- 
nents, notably unemployment insurance benefits, can fluctuate considerably with 
economic activity. In this light, it is analytically useful to define the structural budget 
balance as the balance that would prevail if the economy were operating at an aver- 
age level of activity, with the current structure of tax rates and expenditure programs. 
Using this definition the deficit may be thought of as being made up of two compo- 
nents: a cyclical component which is temporary and results from the operation of the v6 
automatic stabilizers, and a structural component which is more persistent. 


Determining the impact of cyclical conditions on federal revenues and expenditures is 


not a simple or unequivocal matter. For one thing, the extent to which a particular 
swing in the level of economic activity reflects a temporary cyclical aberration as 
opposed to a fundamental change in the underlying growth trend is seldom clear until 
very long after the fact. If a given economic downswing or upswing can confidently 
be assumed to be purely temporary and cyclical in nature, its resulting impacts on 
federal revenues and expenditures might also be regarded as a temporary develop- 
ment. On the other hand, if a given economic swing is viewed as reflecting a perma- 
nent structural change, such as a permanent decline in the underlying rate of produc- 
tivity growth in the economy, then the implications for federal revenues and 
expenditures must be assessed in a very different light. Structural changes in the 
growth trend of the economy may require, at some point, structural changes in fed- 
eral expenditure programs and/or the federal tax system in order to correct an 
emerging structural imbalance between revenues and expenditures. Similarly, from a 
demand management point of view, the appropriate policy response to a swing in 
economic activity that is viewed as cyclical will likely differ from the response to a 
permanent change in the economy’s underlying growth trend. 


Specific estimates of the role of purely cyclical forces in the recent evolution of the 
federal deficit are shown in Chart 4. These estimates are based on the assumption 
that structural shifts as well as cyclical fluctuations were experienced in the course of 
the 1970s; they allow for a substantial downward shift in the underlying growth trend 
after 1973. The extent of the structural shift is subject, of course, to considerable 
uncertainty. Given this uncertainty, estimates based on higher and lower trend output 
are presented. ® In either case, the estimates suggest that cyclical conditions played 


(2) Since the uncertainty is greatest for the post- 1973 period, estimates based on the different underlying 
growth trends are presented only from 1974 forward. Both the ‘‘higher’’ and the “‘lower’’ cases repre- 
sent slower growth trends than existed in the pre- 1974 period. 
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a relatively minor role in the evolution of the deficit from 1975 to 1979, but became 
more important in 1980 and 1981. The very severe recession that started in mid- 
1981 caused a dramatic widening of the deficit as revenues fell and expenditures, 
particularly unemplo l fits, rose. The estimates of the budget defi- 
cit adjusted for cyclical conditions indicate that 60 to 80 per cent of the approxi- 
mately $13 billion rise in the federal deficit that occurred in 1982 was due to the auto- 
matic effect of lower activity levels on revenues and expenditures. In terms of levels, 
the estimates for 1982 suggest that the federal cyclically-adjusted or structural deficit 
might be in the $9 to $12 billion range, compared to an actual deficit of over $21 bil- 
lion. This indicates that about half the federal deficit in 1982 was due to the impact of 
economic conditions on revenues and expenditures. The other side of the coin, of 
course, is that about half the deficit in 1982 may be structural in nature and thus 
could not be expected to be eliminated automatically as the economy recovers. To 
the extent that a structural imbalance has developed in the federal fiscal position, it 
reflects factors on both the revenue and the expenditure sides. 


On the revenue side, it already has been noted that substantial discretionary tax 
reductions were implemented between 1974 and 1978. These were partly offset by 
several revenue-raising measures introduced after 1979, although the changing out- 
look for world energy prices has cast considerable doubt on the prospective revenue 
yield from some of these measures. 


As noted, Chart 3 provides a graphic view of the recent trends in federal revenues. 
Some illustrative calculations indicate that most of the 3.7-percentage-point decline 
in the ratio of revenues to GNP from 1974 to 1979 shown in Chart III can be 
attributed to discretionary tax reductions and that a significant fraction of the 
2.6-percentage-point rise from 1979 to 1982 was due to discretionary tax 
increases() It is of interest to note that about half the 2-percentage-point rise in the 
revenue-to-GNP ratio that occurred in 1974 was the result of rising revenue from the 
oil export charge, which brought export prices for crude oil up to world levels, and 
that declines in revenues from this source were a significant factor in the fall in the 
revenue-to-GNP ratio from 1974 to 1978. New taxes on crude oil and natural gas 
associated with the National Energy Program resulted in energy revenues in 1981 
and 1982 that were not very different from those in 1974, when expressed as a share 
of GNP. Finally, indexation of personal income tax brackets and exemptions is 
estimated to have offset what would otherwise have been a rise in the revenue-to- 
GNP ratio in the order of 4 percentage points over the 1974 to 1982 period. 


Compared to revenues, the share of expenditures in GNP has remained relatively 
stable since 1975. This stability is even more noticeable when allowance is made for 
varying cyclical conditions. In 1975 the government announced that it would 
endeavour to hold the trend growth in its expenditures to no more than the trend 
growth in the economy as a whole. This did not mean that federal expenditure growth 
would be held below GNP growth on a year-to-year basis, as this would have 
increased the amplitude of cyclical fluctuations in activity. Rather, the objective was 
defined in terms of the average growth in expenditures and GNP over a number of 
years. As already shown in Chart 3, the expenditure-to-GNP ratio was indeed held 
more or less constant over the 1975-1981 period, although rising interest costs 
associated with the stock of public debt and higher interest rates were putting sub- 
stantial pressure on expenditures in 1980 and 1981.‘) 


(8) See Annex D for a detailed discussion of discretionary tax changes. 
(4) See Annex D for a detailed discussion of federal expenditures. 
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Federal Expenditures, Actual and Adjusted for Cyclical Conditions 
(As a percentage of GNP) 
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Actual and Inflation-Adjusted Federal Budget Balances 
(As a percentage of GNP) 
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Chart 5 provides a perspective on the role of cyclical conditions and rising public 
debt interest charges on the expenditure-to-GNP ratio. The only expenditure items 
that have been adjusted for cyclical effects are unemployment insurance benefits. 
Total expenditures adjusted for cyclical conditions rose almost 1 percentage point of 
cyclically-adjusted GNP from 1967 to 1970, and almost 4 percentage points of GNP 
between 1970 and 1975. Since 1975 there has been no obvious trend in cyclically- 
adjusted expenditures, and there was but a small rise in 1982, compared to a sharp 
increase in unadjusted expenditures in that year. 


There are three key factors explaining recent expenditure developments, First, trans- 


fers by the federal government to other levels of government rose from an average of 
roughly 2% per cent of GNP in the early 1960s to approximately 4% per cent by 
1975, remaining relatively stable thereafter. Second, subsidies on imported crude oil 
starting in 1974, plus subsidies on some categories of domestically produced oil 
starting in 1978, increased the expenditure-to-GNP ratio approximately 0.8 percent- 
age point on average over the 1974 to 1982 period. Third, public debt interest costs 
averaged approximately 2 per cent of GNP from 1967 to 1974, but persisteni deficits 
and generally rising interest rates raised this ratio to 4.7 per cent by 1982. Excluding 
public debt interest, cyclically-adjusted federal expenditures exhibited a clear down- 
ward trend from 1975 to 1979 and were virtually constant thereafter. Given the rec- 
ognized distortions of the conventional accounting treatment of interest in an infla- 
tionary environment, debt interest costs require special attention when expenditure 
trends are being interpreted. 


Conventional accounting frameworks value assets and liabilities at their historical 
value and do not explicitly recognize that the real purchasing power value of assets 
and liabilities declines over time in the presence of inflation. Although accounting 
statements that correct for the effects of inflation are still relatively uncommon in 
Canada, there is widespread awareness of the issue by business people, accountants 
and academics. Private sector financial planners undoubtedly have developed tech- 
niques to assess real depreciation costs, real inventory valuation gains and real 
indebtedness, despite the usual absence of published inflation-adjusted accounting 
statements. In the case of the government sector, depreciation expense is calculated 
on a replacement cost basis and inventory revaluations are quite small. Thus, the 
issue of inflation adjustment can be focussed on changes in real indebtedness. Infla- 
tion causes a decline in the real value of the stock of debt outstanding. Conse- 
quently, interest payments can be viewed as consisting partly of compensation for 
the erosion of the real value of the lender’s asset (the “‘inflation premium’ in interest 
rates) and partly as a real return on the loan. 


Illustrative calculations indicate that an accounting framework that distinguished 
between the inflation premium, which is from some points of view more properly con- 
sidered a capital account transaction, and “‘real’’ interest costs would result in a sub- 
stantial downward revision to conventionally recorded payments.) For example, in 
1982 observed interest payments were 4.7 per cent of GNP but the inflation premium 
on these interest payments was roughly 80 per cent of the total, so that real interest 
costs were approximately 0.8 per cent of GNP in 1982. 


(S) For example, under some versions of indexed bonds, the outstanding principal might be ‘‘written up” 
each year by the amount of inflation and the real purchasing power of the initial borrowing would be 
returned at maturity. Annual interest payments would reflect only the real rate of interest and would be 
significantly lower than interest payments as currently measured. 


While the preceding calculation indicates how inflation changes the significance of 
interest payments and hence this component of government spending, it must be 
recalled that the government receives as well as pays interest. Consequently the 
effect of inflation adjustment on the government’s overall financial position would be 
less than indicated by the adjustment to expenditures. A useful summary indicator of 
changes in the government’s real indebtedness is given by the inflation-adjusted bal- 
ance, calculated by adding the inflation-induced reduction in the real value of net 
liabilities to the actual budget balance.) If on an inflation-adjusted basis the budget 
is balanced, then the real indebtedness of the government is not changing. Inflation- 
adjusted deficits imply growing real indebtedness, while surpluses imply a reduction 
in the real value of the outstanding stock of debt. The inflation-adjusted deficit also 
gives an indication of the budget balance that would prevail in the long run given a 
non-inflationary environment.” 


It is important to note that a fully adjusted set of national accounts also would show 
lower interest payments to individuals and others who hold government debt and 
therefore lower flows of personal income and personal savings. These considerations 
imply that a given nominal deficit will be less stimulative in an inflationary environment 
than in an inflation-free economy, and that examination of the inflation-adjusted bal- 
ance would help assess the impact of the fiscal position on aggregate demand. Infla- 
tion adjustment is helpful in assessing the impact of the budget balance on financial 
markets since financing the inflation premium is similar to rolling over existing real 
debt. 


Estimates of the federal government inflation-adjusted balance expressed as a per- 
centage of GNP, together with the actual balance, are shown in Chart 6. The chart 
indicates that the inflation adjustment is quantitatively most important from 1979 for- 
ward, when inflation and the stock of debt were relatively high. In 1982 the inflation- 
adjusted federal budget deficit was almost $7 billion less than the observed deficit — 
a difference equal to almost 2 per cent of GNP. 


The notion of inflation adjustment is quite distinct from the cyclical adjustment con- 
cept discussed earlier. Inflation adjustment is essentially a measurement-related issue 
that is associated with the well known fact that conventional current dollar account- 
ing methods can sometimes give misleading results in an inflationary environment. 
Cyclical adjustment, on the other hand, addresses the much more hypothetical ques- 
tion of what the budget balance would be, under a different ‘‘more normal’ set of 
economic conditions. As indicated earlier, it is useful to think of the actual deficit as 
comprising two components: a cyclical component and a structural component. It is 
also useful to identify the inflationary sub-component of the structural deficit in arriv- 
ing at judgements as to appropriate levels of that deficit. 


(6) A more detailed discussion of the methodology and the effects of inflation adjustment on government 
balances is provided in Annex F. 

(7. This would be true provided that the impact of inflation on the balance between revenues and expendi- 
tures excluding net interest payments is neutral in the long run. 
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Broad Issues of Fiscal Policy 


A number of important issues need to be considered in assessing the economic 
implications of a given deficit. Allowance should be made for cyclical conditions and 
for the accounting distortions that result during periods of rapid inflation. In addition, 
especially in considering how fiscal policy ought to evolve over the medium term, it is 
desirable to assess the risk that federal deficits will crowd out private investment and 
whether there is a structural deficit problem at the federal level. And, if there are 
actual or potential crowding out concerns and/or structural problems, how far and 
how fast should the deficit be reduced? These broad issues of fiscal policy are the 
subject of this second part of the paper. 


It is useful to begin the discussion by recalling the projected profile of federal 
deficits.“ This profile is depicted in Chart 7. A further increase in the deficit is 
expected in 1983, to a level of $27 billion or 7 per cent of GNP. Thereafter the deficit 
is projected to decline continuously and substantially, reflecting both the developing 
economic recovery and the impact of the budget measures which ‘‘tilt’”’ the profile so 
as to increase the deficit in the period immediately ahead and reduce it in the later 
years of the planning period. The deficit is projected to decline to 6.2 per cent in 
1984, 4.6 per cent in 1985, 3.5 per cent in 1986 and 3.1 per cent in 1987. 


The estimated structural deficit also rises in 1983, and is projected to peak at 
approximately 3% per cent of GNP next year. The phasing in of the various deficit 
reduction measures announced in the budget contributes to a decline in the 
estimated structural deficit, which stabilizes in 1986 and 1987 at around 2 per cent of 
GNP. The actual deficit remains significantly larger than the structural deficit even by 
1987 (although the gap is significantly reduced) on the assumption that the recovery 
will be moderate and some excess capacity will remain in place over this period. 


Chart 7 also depicts the projected evolution of the inflationary component of the defi- 
cit.! This component is far more stable and remains near 114 per cent of GNP 
throughout the projection period. This relative constancy of the projected inflationary 
component reflects offsetting factors: large deficits over the projection period imply 
fairly rapid growth in the size of the public debt and, therefore, also the inflationary 
component of the deficit, while at the same time the assumption of further progress in 
reducing inflation and interest rates over the five year horizon serves to reduce it. /As 
shown in Chart 7, the inflationary component is more than half as large as the 
estimated structural deficit in 1986-87. 


The projected track for the total government sector is depicted in Chart 8 on a basis 
similar to that used for the federal deficit in Chart 7. Given that a continual rise in the 
budget balance is projected for the provincial government sector, and that the 


— 


() The fiscal projections are described in more detail in the budget document The Fiscal Plan. 

(2) These estimates are based on the lower trend output alternative. The higher trend output alternative 
would result in structural deficits from 1983 to 1987 that average approximately 0.7 percentage points 
of GNP lower than those shown in the chart. See Annex E for details. 
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Chart 7 
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Canada and Quebec Pension Plans continue to have revenues that exceed benefit 
payments over the next five years, the total government sector deficit is considerably 
smaller than the federal deficit. It reaches only 6.2 per cent of GNP in 1983, com- 
pared to 7 per cent in the federal case, and it is projected to drop to only 1.8 per 
cent of GNP by 1987. Furthermore, as shown in Chart 8, the estimated structural 
deficit for the total government sector is projected to peak at less than 2 per cent of 
adjusted GNP, and to fall to approximately 0.5 per cent in 1986 and 1987. 


Finally, Chart 9 records the implied paths for federal and total government sector 
liabilities as percentages of GNP that are consistent with the deficit profiles presented 
in Charts 7 and 8. Liabilities are seen to continue, until 1985, the sharp increase rela- 
tive to GNP that started in 1975 and to stabilize thereafter.‘9) While the implications of 
rises in this ratio are difficult to assess, continual increases would be a source of 
unease. 


The large deficits and rising public debt levels just discussed raise serious questions 
related to debt financing. Can such large deficits be accommodated within Canada’s 
* financial markets without leading to strong competition for available funds, raising 
interest rates, and crowding out private sector investment? 


(3) A longer time perspective on the federal liabilities-to-GNP ratio was presented earlier in Chart 2. 
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To examine this question one must look at the tota/ government sector and the sup- 
ply of available savings. As noted, total government sector deficits are expected to 
reach 6.2 per cent of GNP this year and only slightly less than this in 1984. These 
clearly are very high levels relative to historical standards. They are also very high 
relative to the expected supply of savings this year and next, despite the high per- 
sonal savings rates that are expected to prevail. The total government sector deficit 
was equivalent to 5.9 per cent of gross domestic private savings in 1981, but it rose 
to 25.3 per cent in 1982 and is projected to reach 27.1 per cent in 1983. 


These trends are similar to those that have occurred recently in the United States, 
where the deficit-to-savings ratio rose from 5.6 per cent in 1981 to 21.6 per cent in 
1982 and is projected to reach 29.3 per cent in 1983. However, there are differences 
as well as similarities between the two countries. The recession in Canada has been 
deeper than in the U.S., and the cyclical component of our deficit is correspondingly 
larger. Also, Canadian inflation rates were, in 1981 and 1982, much greater than U.S. 
rates, thus contributing relatively more to inflationary distortions in the Canadian defi- 
cit. These factors alone would have suggested that Canada’s deficit-to-savings ratio 
might have been considerably larger, rather than very similar, to the corresponding 
U.S. ratio. 


Despite the high total government sector deficits foreseen this year and next, mea- 
ured both absolutely and in relation to savings, there would seem to be relatively lit- 
le danger that government deficits will begin to crowd out private sector activity in 
he short term. The main reason for this is that private sector investment activity is 
ikely to be very weak this year and to some extent next year. A great deal of excess 
productive capacity exists in the private sector, and corporate balance sheets require 
a period of consolidation after the sharp profit declines in the last year. There seems 
very little danger in the immediate future that the private sector will find itself wanting 
to compete aggressively with governments for available funds in the credit markets. 


\The years beyond 1984 are more of a question mark. If the recovery proves to be 

ore robust than many forecasters are currently expecting, and/or, if adequate 
progress is not made in reducing the government sector deficit, there are very real 
dangers that crowding out pressures could begin to emerge around the middle of the 
decade. It is this sort of concern that has led the government to adopt actions in this 
budget to reduce the deficit in the medium term. There can be no certainty that the 
measures already decided upon will be sufficient, and accordingly the situation will 
need to be very carefully monitored as events unfold. 


The question of whether or not a structural deficit ‘‘problem’’ exists in Canada does 
not lend itself to a simple “‘yes’’ or ‘‘no’’ answer. But clearly the appropriate level for 
the structural deficit at the federal level must depend on a number of different factors 
including: 

e the budget balances for the other levels of government in Canada, 


e the saving and investment propensities and expectations of the private 
sector, 


e the size of the federal debt and the impact of inflation on it, and 


e the level of government investment spending. 


All of these factors may provide reasons why balanced federal budgets may not be *~ 
appropriate even as a medium-term objective. Spending by other levels of govern- 
ments is important since it is total government borrowing that influences the supply of 
funds to the private sector, not just the federal balance. However, even if the total 
government sector is in balance, there is no guarantee that private spending will be 
sufficient to maintain a high employment level of output, even in the medium term. 
For example, during periods when consumers and business people in Canada are 
exhibiting a high degree of caution and are saving at high rates and investing at low 
rates, a structural government deficit can play a useful role in helping maintain 
reasonable levels of aggregate demand and employment. The size of the inflationary 
component of the deficit is important since it has implications for the impact of the 
deficit on aggregate demand and financial markets. Consequently, adopting a 

alanced budget as a medium-term objective may mean that the policy stance will 

e either too restrictive or too expansionary, depending on the circumstances and 

he size of the inflationary component of the deficit. Structural deficits also may be “—— 
warranted where government expenditures include a significant investment compo- 
nent and it is desired to spread the costs of that investment over future as well as 
present generations. 


Judging the appropriate size for the structural balance is clearly most difficult. But the 
government is concerned to guard against a potential structural deficit problem and 
has taken substantial action in this regard. Without the deficit-reduction measures 
announced in the budget, the projected deficit path would have been significantly 
higher. Further reductions may yet be needed but considerable caution will be essen- 
tial in this regard, with respect to both the pace and the manner of such reductions. 


There is considerable uncertainty about economic performance in the years ahead 
and there will be a need to balance the objective of getting the deficit down with the 
objective of providing continuing support for economic growth. Also, it will be neces- 
sary to examine ways of providing a greater degree of balance among federal and 
provincial fiscal structures. The current situation, with the federal government and 
some provincial governments running very large budgetary deficits, while other pro- 
vincial governments have balanced budgets or surpluses, raises complex issues tor 
Canadian public finance and, indeed, for the nature of Confederation. 
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Conclusions 


The purpose of this paper has been to put observed and projected federal deficits 
into appropriate perspectives. The most general conclusion to be drawn from the 
analysis is that federal deficits should not be viewed in a one dimensional way. The 
view that the federal budget should be balanced every year is not now often 
expressed. More common is the view that the budget should be balanced after 
appropriate adjustments for the effects of cyclical conditions on revenues and expen- 
ditures. However, federal structural deficits are not necessarily inappropriate. They 
must be assessed in the context of savings and investment flows elsewhere in the 
economy, including those of other levels of government, the impact of inflation on 
observed deficits, the impact of any increase in real debt arising from financing the 
actual deficit, and the level of government investment spending. 2 
The federal deficit is expected to decrease significantly over the projection period, 
but will remain relatively high. Given the economic outlook underlying these projec- 
tions, further reductions, on balance, likely would do more harm than good. However, 
there is considerable uncertainty attached to this economic outlook. A different eco- 
nomic outcome will require adjustments to the fiscal plan. Slower than projected 
growth may mean less rapid reductions in the actual and structural deficits, while a 
more robust recovery could mean that a somewhat faster decline in the deficit over 
the projection period would tend to occur automatically, and that reinforcement of 
this tendency through further discretionary action might be desirable. In any case, the 
deficit will be brought down from its current high level as the economy recovers. 
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Annex A 


Government Sector Accounting Frameworks 


In the main text all references to the deficit are as presented in the national accounts, 
rather than as the public accounts measure of the deficit that receives main attention 
in the budget speech. The principal reason for focussing on the national accounts 
measure of the deficit is that it facilitates comparisons between levels of governments 
in Canada. Annex D of this document provides an historical perspective on the evolu- 
tion of the federal deficit using the public accounts framework. The annex also 
includes an examination of federal expenditures by major function as presented in 
the financial management system. 


Each of the accounting frameworks mentioned above has special features that make 
it more or less suitable for a given purpose. Nevertheless, it is important to note that, 
although the definitions used differ significantly, the differences in source data are 
much less important. The national accounts and the financial management system 
are in large measure based on data from the public accounts. 


This annex briefly describes each of these accounting frameworks and shows how 
government revenues and expenditures presented in the national accounts and the 
financial management system can be reconciled with the corresponding public 
accounts measures. The annex also reviews the recent evolution of the federal deficit 
as presented in the three accounting frameworks. 


1. Public Accounts 


The main objective of the public accounts is to serve as an accounting framework for 
the government, particularly as it relates to parliamentary control over public moneys. 
The accounting principles governing the public accounts differ greatly from those 
used in the private sector, largely because the objectives are different, in that the pri- 
vate sector is profit-oriented while the government is not. Thus, except where the 
government undertakes commercial or quasi-commercial operations through Crown 
corporations, the accounting principles do not necessarily conform to the generally 
accepted accounting principles applied in the private sector. 


At the base of the public accounts system is the Consolidated Revenue Fund (CRF), 
which is defined as the total of all public moneys deposited to the credit of the 
Receiver General.) All funds received on behalf of the government must be depos- 
ited in the CRF and expenditures from the CRF must be appropriated by Parliament. 
Certain Crown corporations do not have their own bank accounts; they operate 
within the CRF for administrative and practical reasons. However, their accounts are 
not consolidated with government accounts, and only transactions between these 
corporations and the government are reflected in the public accounts. Thus, when a 


(1) The Consolidated Revenue Fund could be thought of as the federal government's bank account. 
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Crown corporation receives a grant or subsidy, the transaction is recorded in the gov- 
ernment’s accounts as a budgetary expenditure. A loan to a Crown corporation is 
recorded as a non-budgetary transaction. 


Since the underlying principle of the CRF is cash flows, it follows that the public 
accounts generally are kept in accordance with the cash basis of accounting. How- 
ever, a Strict application of these principles would limit the usefulness of the informa- 
tion provided by the public accounts; consequently, certain exceptions have been 
introduced. Under budgetary revenue, cash in transit® at the end of the fiscal year 
(March 31) is recorded on an accrued basis. Departures from cash accounting are 


Table A-1 


Public Accounts Presentation 
Summary Statement of Transactions 


1980-1981 1981-1982 


(millions of dollars) 


1. Budgetary transactions 
A. Revenue 


Tax 40,650 47,955 
Non-tax 4,748 6,113 
Total 45,398 54,068 
B. Expenditure — 58,066 67,674 
2 Budgetary Balances = 1210606 — 13,606 
3. | Non-budgetary transactions 
A. Loans, investments and advances =493 = 1209 
B. Specified purpose accounts 
Canada Pension Plan 173 170 
Superannuation accounts 2,308 3,014 
Unemployment insurance account — 683 —15 
Government annuities 5 21 
Canadianization account — 76 
Provincial tax collection 
Agreements account ver —55 
Other 29 49 
Subtotal 2181 4,345 
C. Other transactions 263 2,169 
D. Net source or requirement (3.A + 3.B + 3.C) 2.501 O.219 
Financial requirements (excluding foreign exchange 
transactions) — 10,117 — 8,331 
Total outlays (1.B + 3.A) 58,589 68,913 


Source: Public Accounts, Government of Canada. 
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more numerous in the case of budgetary expenditures. For example, the cost of ser- 
vicing the public debt and petroleum compensation payments are on an accrual 
basis. 


The public accounts summary statement of transactions is reproduced in Table A-1. 
Budgetary revenues are subdivided into two main categories: tax and non-tax reve- 
nues. Tax revenues primarily include personal and corporate income taxes, sales 
taxes, and excise taxes and duties. Non-tax revenues are mainly returns on invest- 
ments. Budgetary expenditures exclude outlays that result in the acquisition of finan- 
cial assets; they include the purchase of goods and services, transfers to individuals 
or other governments, and the purchase of capital assets such as buildings and other 
fixed assets. 


The budgetary balance constitutes a relatively narrow measure of the government’s 
financial position. For a more complete picture of the government’s financial require- 
ments non-budgetary transactions must be taken into account. They consist of loans, 
investments and advances, specified purpose accounts and other transactions. 
Loans, investments and advances consists mainly of loans to Crown corporations 
that act as credit institutions. The more important specified purpose accounts are the 
unemployment insurance account, the superannuation and miscellaneous pension 
accounts of federal employees, and the provincial tax collection agreements account. 
Other transactions consist mostly of interest accounts, particularly interest due, inter- 
est accrued and allowances for compound interest on Canada Savings Bonds. Year- 
end accounts (accounts payable, for example) also can cause significant year-to- 
year variations. Budgetary expenditures plus loans, investments and advances, or 
total outlays, have been the primary target variable of the government’s expenditure 
plan since 1975. 


The sum of the budgetary balance and net non-budgetary transactions is financial 
requirements, excluding foreign-exchange operations. This is a more complete meas- 
urement of the government's financial position and borrowing requirement. However, 
foreign exchange transactions can be an important source or use of funds in the 
short run, aS can variations in cash balances. 


2.1 National Accounts 


While the objective of the public accounts is to provide Parliament with a means of 
financial control over the transactions of the government and its agencies, the pur- 
pose of national income and expenditure accounting is to measure current economic 
activity. The national accounts are intended, among other things, to measure the 
interaction between the public sector and the other sectors of the economy. They 
can provide information on a fiscal and calendar year basis. This is especially useful 
where comparisons are desired with other economic statistics, which are often avail- 
able only on a calendar year basis. 


Measurement of government transactions by the national accounts system has a 
number of noteworthy features. The various transactions are generally recorded on 
an accrual basis instead of on the cash basis generally used in the public accounts. 


(2) Public monies received by public officers before the closing of accounts on March 31, but deposited to 
the credit of the Receiver General in the Bank of Canada only after that date. 
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In some cases, this can result in substantial differences from the public accounts. 
With respect to corporate tax, for example, several months may separate payment of 
the tax and the time when the profits in question were realized. 


Only transactions relating to current economic production are included in the national 
accounts. Financial transactions (borrowing and lending) involving only a change in 
the debt of one sector in relation to another are not taken into account. 


The national accounts distinguish between capital expenditures (investment) and 
other classes of transactions. Consequently, the national accounts include an item 
under revenue and expenditure for capital consumption allowances representing 
depreciation of the government’s physical assets. These allowances are calculated 
with reference to the replacement value of the capital asset. 


In the national accounts, remitted profits (net of losses) of government business 
enterprises are part of government revenues. In the public accounts, on the other 
hand, profits transferred to the government are recorded as revenue, and iosses are 
recorded as expenditures. 


The methods and concepts used in the national accounts are similar to those of the 
United Nations, which leads to substantial uniformity among countries, permitting 
international comparisons to be made. National accounts data also can be used to 
compare revenues, expenses and deficits of the various levels of government in 
Canada, whereas the public accounts do not facilitate such comparisons. 


2.2 National Accounts and Public Accounts Reconciliation 
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The key steps in reconciling the differences between revenues and expenditures as 
presented in the public accounts and in the national’accounts are shown in 
Table A-2. 


To reconcile public accounts budgetary revenues with national accounts revenues, 
the following adjustments to the public accounts must be made. The deficits of gov- 
ernment business enterprises are added, since they are considered an expenditure in 
the public accounts, but are netted against the operating results of enterprises that 
made a profit in the national accounts. Since the revenues and expenditures in the 
national accounts are generally recorded on an accrual basis, and the public 
accounts are generally on a cash basis, the excess of accruals over collections must 
be added. This adjustment is made for corporate income taxes, the petroleum and 
gas revenue tax (PGRT), the incremental oil revenue tax (IORT), the natural gas and 
gas liquids tax (NGGLT) and the oil export charge. In the public accounts, govern- 
ment pension and social security receipts are non-budgetary transactions, while in 
the national accounts they are reported as revenue (except for the Canada Pension 
Plan, which is a separate sector). Consequently, these too must be added to budget- 
ary revenues. Capital consumption allowances also must be added because these 
are not a budgetary item. 


Additional adjustments to the public accounts must be made to reflect revenue 
reported on a net rather than a gross basis and the treatment of the transactions in 
certain funds. In the public accounts, revenue from the petroleum compensation 
charge is recorded on a net basis (compensation payments are deducted from reve- 
nues). Since revenue and expenditure under this program are reported separately in 


Table A-2 


Public Accounts and National Accounts Reconciliation 


hE ee ee em ie ey eRe ek Ree 


1980-1981 


1981-1982 


a i er Stee ee ee EL 
(millions of dollars) 


Revenue 
Budgetary revenues — public accounts 


Deduct: 
Deficits of governments business 
enterprises(?) 


Add: 

Corporate income tax‘) — excess 
of accruals over collections 
Government pension and social 

security receipts 
Capital consumption allowances 


Energy-related adjustments 

Petroleum compensation charge’) 

Canadian Ownership Charge 

Oil export charge (payments to 
provinces) 

Oil export charge — excess of 
accruals over collections 

Natural gas and gas liquids tax — 
excess of accruals over collections 


Miscellaneous adjustments 


Total revenues — national accounts 


Expenditure 
Budgetary expenditures — public accounts 


Deduct: 
Budgetary transfers to funds and agencies(4) 
Deficits of government business enterprises" 


Add: 
Expenditures of funds and agencies 
Government pension and social 
security disbursements 
Petroleum compensation payments 
Capital consumption allowances 


Miscellaneous adjustments 


Total expenditures — national accounts 


(1) Including Canada Post Corporation. 


45,398 


— 1,124 


58,066 


— 1,737) 
=1124 


1,399 


5,852 
900 
831 


— 1,326") 


62,861 


(2) Including the petroleum and gas revenue tax and the incremental oil revenue tax. 


(3) Excluding the special petroleum compensation charge. 


54,068 


— 1,485 


— 1,201 


8,762 
956 


3,854 
871 


445 


(4) Includes transfers to the unemployment insurance account and the Western Grain Stabilization Pro- 


gram. 


(5) These amounts include adjustments totalling $675 million reflecting loan write-offs allocated in earlier 
years to a general provision account rather than to specific funds and agencies. 
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the national accounts, the excess of compensation revenue in the national accounts 
over the amounts shown in the public accounts must be added. In the public 
accounts, revenue from the Canadian Ownership Special Charge is credited to a 
specified purpose account; consequently, it is added to the public accounts when 
reconciling public and national accounts revenues. The provinces’ share of the oil 
export charge must also be added. In the public accounts, this share is included in a 
deposit and trust account (specified purpose account) and is, therefore, not a public 
accounts budgetary revenue item. 


The miscellaneous adjustments made to public account revenue pertain primarily to 
proceeds from the sale of existing capital assets (included in the public accounts but 
not in the national accounts), budgetary revenue items offset against budgetary 
expenditure, imputed items and an adjustment for the treatment of revenue in the 
supplementary period. 


On the expenditure side, a number of the adjustments follow naturally from the 
adjustments made to revenues. Since the definition of the federal government in the 
national accounts includes a certain number of funds and agencies (all funds except 
the Canada Pension Plan), budgetary transfers to these funds, which are already 
recorded as public accounts expenditures, therefore must be deducted in order to 
avoid double counting. In addition, the deficits of government enterprises must be 
deducted since, as previously indicated, they are included in budgetary expenditures. 
As the expenditures of funds and agencies and government pension and social secu- 
rity disbursements are regarded as government expenditures in the national 
accounts, they must be added to budgetary expenditure. These expenditures are 
non-budgetary transactions in the public accounts. In the case of petroleum compen- 
sation payments, the national accounts record the gross payments, while the public 
accounts record the net payments. The adjustment, therefore, represents the differ- 
ence between these amounts. Also, for the reasons stated previously in the case of 
revenue, Capital consumption allowances must be added to expenditure. 


A certain number of miscellaneous adjustments are made in order to allow for con- 
ceptual differences. These relate, for example, to reserves and write-offs, provisions 
for valuation, purchase of existing capital assets and budgetary revenue items offset 
against budgetary expenditure. 


The national accounts system is significantly different from the public accounts sys- 
tem; the national accounts are more useful for the purpose of comparing government 
activities with those of other economic sectors or similar entities in other countries. 


3.1 The Financial Management System 
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For the purposes of this document the aspect of the Financial Management System 
that is of most interest is the functional breakdown of government expenditures. The 
federal public accounts do provide a breakdown of expenditure by function. But an 
important aspect of the breakdown by function available from the financial manage- 
ment system is that it goes beyond the framework imposed by the structure of the 
departments, and even the disaggregation within departments, in order to cover a 
much wider government universe. In fact, the breakdown of expenditures takes into 
account not only the various government departments but also certain public enter- 
prises and their subsidiaries, various universal social security plans and public ser- 


vant’s superannuation funds managed by public bodies. This leads to results signifi- 
cantly different from those of the classification by function of expenditure that 
appears in the public accounts. 


At a very general level, three aspects of the financial management system should be 
noted. First, expenditures and revenues are presented on a gross basis. Second, the 
system operates on a cash basis of accounting, while the coverage of the system is 
closer to that of the national accounts than to that of the public accounts. To some 
extent, the system is midway between the other two accounting systems. Third, reve- 
nues and expenditures in the financial management system include the revenues and 
expenditures of specified purpose accounts, which are part of non-budgetary trans- 
actions in the public accounts, as well as other funds and agencies. 


3.2 Reconciliation of Revenue and Expenditure in the Financial 
Management System with Budgetary Transactions in the 
Federal Public Accounts'’) 


Table A-3 shows the steps to be made in reconciling the financial management sys- 
tem and public accounts budgetary revenues and expenditures. This relatively simple 
reconciliation may be explained in parallel for revenues and expenditures. In order to 
take into account the inclusion of specified purpose accounts, funds and agencies in 
the financial management system, the revenues and expenditures of these accounts 
must be added. To adjust expenditure and revenue to gross figures, it is necessary to 
add revenue deducted directly from expenditure as well as expenditure deducted 
directly from revenue in the public accounts. Finally, in order to avoid double count- 
ing, it is necessary to deduct revenues transferred from one fund to another. (A large 
part of these inter-account transfers consists of payments by the Agricultural Stabili- 
zation Board to the Canadian Dairy Commission.) It is also necessary to deduct the 
revenue of special purpose accounts charged against budgetary expenditure, for 
example, budgetary transfers to the unemployment insurance account. 


These changes give gross general revenue and expenditure. The balance of these 
operations, under the financial management system, provides an alternative meas- 
urement of the government’s deficit or surplus. The main usefulness of this measure- 
ment is that it presents, on a comparable basis, the result of the financial operations 
of the various levels of government. It is also a useful instrument for analyzing expen- 
ditures by function. One of the weaknesses of this system is that the data are not 
published until approximately one year after the public accounts appear. 


4. Summary of Revenue, Expenditure and Budgetary Balances 
Under the Various Accounting Systems 


Since the primary focus of this document is the federal deficit, it is of interest to note 
the principal factors that result in differences between the balances under the various 
accounting systems. Table A-4 presents the federal government’s revenues, expendi- 


(1) The adjustments described relate particularly to the federal government. They would be different in the 
case of a reconciliation with provincial public accounts. 
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Table A-3 


Reconciliation of the Financial Management System 
with the Federal Public Accounts‘") 


Revenue 
Budgetary revenue from public accounts 


Add: 
Revenue of special funds 
Revenue deducted from expenditure 
in public accounts 
Expenditure deducted from revenue 
in public accounts 


Deduct: 

Amounts to adjust government 
enterprises to a ‘‘net’’ basis 
Budgetary revenue derived from 

special fund expenditure 
Special fund revenue derived from 
budgetary expenditure 


Gross general revenue 


Expenditure 
Budgetary expenditure from public accounts 


Ada: 
Expenditure of special funds 
Expenditure deducted from 
revenue in public accounts 
Revenue deducted from 
expenditure in public accounts 


Deduct: 
Amount to adjust government 
enterprises to a ‘“‘net’’ basis 
Expenditure of special funds accounts 
contributing to budgetary revenue 
Budgetary expenditure contributing 
to revenue of special funds 


Gross general expenditure 


Balance — financial management system 


( Reconciliation based on the figures in the 1981 public accounts. 
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1980-81 


(millions of dollars) 


46,507 


17,666 
2912 


1,626 
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tures and balances under each of the accounting systems just described. In examin- 
ing the various items, it should be recalled that the figures are calculated using differ- 
ent concepts and universes. 


Public accounts financial requirements, excluding foreign exchange transactions, dif- 
fer from the budgetary balance because of the inclusion of non-budgetary transac- 
tions. The national accounts balance differs from financial requirements mainly 
because of the exclusion of capital account transactions in the former, and because 
of the difference between cash and accrual accounting methods. The balance cal- 
culated under the financial management system differs from the national accounts 
balance mainly because of the use of the cash accounting method instead of the 
accrual accounting method, a wider accounting universe, and a different treatment of 
asset purchases and sales. The latter transactions are excluded from the national 
accounts but are recorded in the financial management system. 


From 1973 to 1982, public accounts financial requirements were greater than the 
national account deficit in all years except 1978 and 1982. During this period loans, 
investments and advances constituted a net requirement while the difference 
between cash and accruals was generally a net source of funds; it was a particularly 
large source of funds in 1976, 1978 and 1982. Over the same period, the deficit as 
presented in the financial management system was consistently less than the national 
accounts deficit. A key reason is that the Canada Pension Plan, which recorded a 
surplus over the period in question, is considered part of the federal government in 
the financial management system. 


Annex B 


Budget Balances by Level of Government 


This annex briefly compares the evolution of budget balances by level of government. 
Table B-1 shows budget balances, on a national accounts basis, for the federal gov- 
ernment, the consolidated provincial-local-hospitals (PLH) government sector, the 
Canada and Quebec pension plan (C/QPP) accounts and the total government sec- 
tor. In recent years the total government sector deficit has typically reflected large 
deficits at the federal level, small surpluses at the consolidated PLH level and some- 
what larger surpluses in the C/QPP accounts. In 1981 there was a $4.0 billion con- 
solidated government sector deficit, representing 1.2 per cent of GNP. This deficit 
was made up of an $8.0 billion federal deficit (2.4 per cent of GNP), a $0.7 billion 
PLH surplus (0.2 per cent of GNP) and a $3.2 billion surplus in the pension accounts 
(1.0 per cent of GNP). As indicated in Table B2, the PLH surplus reflected a con- 
solidated $3.9 billion surplus in the three westernmost provinces (4.2 per cent of 
these provinces’ GDP) and a $3.2 billion deficit for the other seven provinces (1.5 per 
cent of their GDP). The PLH surpluses from 1977 to 1981 were unusual relative to 
experience since the 1950s; rising revenues from crude oil and natural gas were an 
important factor in this development. 


For 1982 the federal deficit on a national accounts basis increased sharply to 

$21.1 billion, or 6.0 per cent of GNP. The consolidated PLH balance moved into a 
deficit position — the first such deficit since 1976 — estimated to be $1.3 billion or 
0.4 per cent of GNP. The swing in the PLH position in 1982 reflects both a reduction 
in the consolidated surplus of the three westernmost provinces and an increase in the 
consolidated deficit of the other seven provinces. The overall government sector defi- 
cit was $18.6 billion in 1982 or 5.3 per cent of GNP. 


From some perspectives the persistence of small surpluses or deficits at the PLH 
level and larger deficits at the federal level are suggestive of a fiscal imbalance within 
the total government sector. Furthermore, there are also some imbalances within the 
PLH sector itself, with the seven eastern provinces running deficits over the 1970s 
and early 1980s which were offset by surpluses in the three western provinces. 
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Table B2 


Provincial and Local Governments (including Hospitals ) 


3 Western Provinces 7 Eastern Provinces 
Billions Billions 
of dollars % of GDP of dollars % of GDP 
1971 —_ — — 1.0 — 1.6 
1972 vee a —0.7 — 1.0 
1973 0.3 lett -—0.9 —1.1 
1974 0.8 2.3 —0.9 —0.9 
1975 0.8 2.0 —3.0 -—2.8 
1976 0.9 2.0 -—2.9 -—2.3 
1977 1.9 3.6 —1.8 —1.3 
1978 2.0 6h} —1.2 —0.8 
1979 2.8 3.9 —1.2 -—0.7 
1980 4.0 4.9 —3.0 —1.6 
1981 3.9 4.2 —3.2 —1.5 
1982 3.0 Set —43 —1.9 


Sources: Statistics Canada, Provincial Economic Accounts, cat. 13-213, and the Department of Finance 
for 1982 data. 
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Annex C 


international Comparisons 


The information presented in Table C-1 indicates that large and continuing budget 
deficits since the mid- 1970s are not unique to Canada. In 1980, the last year for 
which complete data are available on a comparable basis for all the major OECD 
countries, the Canadian federal government deficit, expressed as a percentage of 
GNP, was smaller than the central government deficits in Italy and Japan but larger 
than the deficits in France, Germany, the United Kingdom and the United States. 


However, it is not very meaningful to compare the budget balances of OECD central 
governments because great differences occur among countries in the division of 
financial responsibilities across levels of government. At the total government level, 
deficits expressed as a percentage of GNP were published by the OECD in its 
December 1982 Economic Outlook. Table C-1 shows that the major OECD countries 
ran deficits in the range of 2 to 5 per cent of GNP during the periods of most severe 
cyclical weakness in the mid-1970s. The Canadian government deficit reached its 
highest level in 1978 at 3.2 per cent of GNP. Over the 1975-1981 period, this peak 
was exceeded in every other major OECD country but France. The average total gov- 
ernment deficit for the 1975-1981 period was 2.1 per cent of GNP in Canada; this 
was lower than in Germany, the United Kingdom, Japan and Italy but higher than in 
France and the United States. 


By 1981, Canada and the United States had reduced their deficits to relatively low 
levels while the deficits of the European countries were tending to rise on account of 
the developing cyclical weakness in Europe. In 1982 deficits increased substantially 
in Canada and the United States. However, the total government deficit in Canada, 
as a percentage of GNP, was similar to that experienced in the United States, Ger- 
many and Japan in earlier periods of cyclical weakness. 


The existence of continuing and substantial government deficits since 1975 in every 
major OECD country certainly does noi impiy that such deficits should not be a 
source of concern. However, the linkages between government deficits and overall 
economic performance are complex and vary among countries and over time. This is 
particularly so, since the government fiscal position not only affects economic 
performance but also is affected by it. Nevertheless, it is of interest to note that the 
social, economic and political forces that have led to large and continuing deficits are 
not unique to Canada and that the Canadian experience since the mid-1970s does 
not stand out in comparison with other OECD countries. 
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Table C-1 


International Comparison of Government Budget Balances as 
Percentages of GNP 1975 to 1982 


United United 
Canada States Kingdom France Germany 


Central Governments 


Average, 1967-1974 0.2 —1.0 levé 06 —0.20 
1975 —2.3 —4.6 —3.3 -19 -—3.0 
1976 —-18 -3.1 —40 —-—0.1 -—2.3 
1977 —-3.5 -2.4 —2.8 -—-0.7 —-1.5 
1978 —-46 —1.4 —-36 -—-13 —-—1.6 
1979 —3.5 —0.7 —26 -09 —1.5 
1980 —-3.5 -2.3 —2.8 O:0% P17 
1981 —2.4 —-—2.0 

1982) —6.0 —4.8 

Total Government 

Sector‘) 

Average, 1967-1974 09 —0.5 —0.9 OS) w= O72 
1975 —2.5 —4.2 —-49 -2.2 -—58 
1976 —1.7 —-2.1 —-5.0 -0.5 —3.6 
1977 —2.4 -—0.9 —-34 -08 -2.4 
1978 —3.2 0.0 —42 —-19 -2.5 
1979 —1.9 0.6 —3.1 -0.7 -27 
1980 —2.1 -—1.3 —3.2 0.3 —3.1 
1981 —1.2 —-—1.0 —20 -1.6 -—4.0 
1982) —5.3 —3.8 —-20 -29 —4.1 


Average 1975-1981 —2.1 —1.3 —-3.7 —-1.1 -3.4 


Italy 


eSATA) 
—7.4 
—4.6 
—4.9 
— 11.0 
—9.2 
—7.3 


—6.3 
—11.7 
—9.0 
—8.0 
—9.7 
—9.3 
—8.3 
—11.9 
— 12.1 
—9.7 


Japan 


—0.7") 
—4.2 
—4.5 
—5.5 
—6.2 
—5.6 
—5.5 


Source: OECD, National Accounts of OECD Countries, 1962-1980, Volume Il; OECD, Economic Outlook, 
December 1982; Statistics Canada, National Income and Expenditure Accounts, Cat. 13-001; Sur- 


vey of Current Business, U.S. Government; and Department of Finance. 
“) Average central government balance is for 1970-1974 rather than 1967-1974. 


(2) Forecasts other than for Canada and the United States as reported in the OECD Economic Outlook, 


December 1982. 


(3) Includes central and local government and the social security system, but excludes public corporations. 


Annex D 


The Evolution of the Federal Deficit — An Examination of 
Public Accounts Expenditures and Revenues 


The federal budget balance can be measured in a number of different ways and each 
measure has its own strengths and weaknesses that make it more or less appropriate 
for a given purpose. In this annex the deficit measure focussed upon is the public 
accounts concept of total financial requirements excluding foreign exchange transac- 
tions.) Use of the public accounts framework facilitates an analysis of revenues and 
expenditures in the context of the federal government’s budgetary planning process. 
Public accounts total outlays, defined as budgetary expenditures plus loans, invest- 
ments and advances, have been since 1975 the primary target variable in the govern- 
ment’s expenditure plan. In addition, financial requirements excluding foreign 
exchange transactions are indicative of trends in federal credit market activities, 
which are important in assessing the impact of the deficit on the economy. However, 
it is to be noted that foreign exchange transactions can be an important source or 
use of funds in the short run, as can variations in the government’s cash balances. 


This annex also provides an analysis of the composition of federal spending using the 
Financial Management System accounting framework. 


There has been no obvious trend in total outlays relative to GNP over the period since 
1972-73, especially when rough allowance is made for variations in cyclical condi- 
tions. On the other hand, there has been a clear tendency for the share of budgetary 
revenues in GNP to decline over the 11 years from 1972-73 to 1982-83. The decline 
in the relative share of budgetary revenues is not continuous — increases occurred in 
1974-75 and again in 1980-81 and 1981-82. The most recent peak value, in 1981- 
82, was 16.3 per cent of GNP, or 2.4 percentage points lower than the previous peak 
in 1974-75. Discretionary tax measures have played an important role in these 
developments. No noticeable trend exists in the net source of funds provided by 
specified purpose accounts and other non-budgetary transactions. Financial require- 
ments, expressed as a share of GNP, rose without interruption from 1972-73 to 
1978-79 when they reached 4.8 per cent of GNP. From 1979-80 to 1981-82 the ratio 
of financial requirements to GNP declined, reaching 2.5 per cent in 1981-82. In the 
1982-83 fiscal year financial requirements rose to 6.7 per cent of GNP. This was due 
to a significant increase in total outlays, a dramatic decline in the net source of funds 
from specified purpose accounts (largely because of increases in unemployment 
insurance benefits not fully matched by higher premiums), and an extremely low 
increase in GNP, reflecting the substantial decline in real output due to the recession. 


D.1 Evolution of Federal Expenditures 


This sub-section examines the growth of federal expenditures over the last 11 years. 
The emphasis is on public accounts expenditures but an analysis of the composition 


(1) See Annex A for a discussion of the accounting relationship underlying financial requirements. 
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Table D-1 


Federal Financial Requirements as a Percentage of GNP‘) 
1972-73 to 1982-83 


Other 
Budget- Loans non-bud- 
Budget- ary Budget- __invest- Specified getary Financial 
ary expendi- ary ments Total Program purpose’ trans- = require- 


revenue ture balance advances outlays outlays’?) accounts actions ments!) 


1972-73 17.4 — 18.3 —0.9 —1.1 -19.5 —17.4 0.5 0.3 —1.2 
1973-74 17.3 — 18.4 —1.1 —1.1 —19.5 — 17.4 0.6 0.4 —1.2 
1974-75 18.7 — 19.9 —1.2 —1.3 —21.2 —19.0 0.9 0.2 —1.5 
Oo 76 17.8 —21.1 —3.3 —1.8 — 22.9 —20.5 We 1.0 —2.9 
1976-77 16.8 — 20.0 —3.2 —1.1 —21.1 — 18.7 ie 0.4 —2.9 
1977-78 15.4 — 20.3 —4.9 ~0.8 —21.1 — 18.5 1.3 0.4 —4.0 
1978-79 14.9 —20.2 —5.3 —0.5 —20.7 — 17.6 ee —0.2 —4.8 
1979-80 14.9 ~ 19.3 —44 —0.5 —-198  —16.6 0.8 0.2 —4.0 
1980-81 15.6 — 19.9 —4.3 —0.2 — 20.1 — 16.4 1.0 0.1 —3.5 
1981-82 16.3 — 20.4 —4.1 —0.4 — 20.8 — 16.2 1.3 0.7 —2.5 
1982-83) 15.7 — 23.1 —7.2 —0.1 — 23.1 — 18.2 0.0 0.7 —6.7 


Source: Public Accounts of Canada, Volume 1, Statistics Canada, National Income and Expenditure 
Accounts, cat. 13-001; and Department of Finance. 
() The Post Office is treated as if it were a Crown corporation in all years. Details may not add due to 
rounding. 
2) Total outlays less public debt charges. 
(3) Excluding foreign exchange transactions. 
(4) Estimate. 


of federal spending also is undertaken using the Financial Management System, 
which provides a functional distribution of government spending. 


As a percentage of GNP, budgetary expenditures increased from 18.4 per cent in 
1972-73 to 21.1 per cent in 1975-76, declined to 19.3 per cent in 1979-80 and are 
estimated to have been 23.1 per cent of GNP in 1982-83. Total outlays, the sum of 
budgetary expenditures and loans, investments and advances, have followed a simi- 
lar pattern since 1972. Chart D-1 compares the evolution of the shares in GNP of 
total outlays, total outlays less public debt charges (or program outlays), and public 
debt charges. 


From fiscal year 1972-73 to 1975-76 growth of total outlays averaged about 20 per 
cent per year. This rapid expansion of expenditures largely reflected growth in trans- 
fers to persons. In particular, the enrichment of family allowances and the indexing of 
social welfare programs in 1974 contributed significantly to the rapid growth in 
spending. Increased payments under the equalization program in 1974 and under the 
revenue guarantee program in 1975 also added upward pressure on total outlays in 
those years, as did oil import compensation payments and increased dairy and rail- 
way subsidies in 1974-75. Public debt charges also began to increase more quickly 


during this period reflecting the increase in nominal interest rates in 1973 and 1974 
as well as the growth in financial requirements in 1975-76. 


One of the key themes of the Anti-Inflation Program of October 1975 was an explicit 
policy of medium-term restraint on government spending: the trend growth of public 
accounts total outlays was to be constrained to no more than the trend growth of 
nominal GNP. This target was met over the following six years as the growth in total 
outlays averaged 10.5 per cent per year from 1975-76 to 1981-82 while GNP 
increased 12.3 per cent per year. As a result, the ratio of total outlays to GNP 
declined from its peak level of 22.9 per cent in 1975-76 to 20.8 per cent in 1981-82. 
The lowest ratio reached was 19.8 per cent in 1979-80 and there was an upward 
movement in this ratio thereafter. 


Transfers to persons played a key role in the slowdown of total outlays growth in the 
second half of the 1970s. The interruption of indexing for family allowances virtually 
stopped the growth of spending on this program in 1976. Further, the reduction 
which accompanied the introduction of the refundable child tax credit resulted in no 
net growth in total transfers to persons in 1979 despite the increased guaranteed 
income supplement paid to pensioners that year. 


The rate of growth of total outlays increased markedly in 1980-81 and 1981-82. 
Growth in program outlays continued to be held to less than the growth in GNP, 
despite increased transfer payments to persons, most notably under the Old Age 
Security and Guaranteed Income Supplement Programs, and growing subsidy and 
capital assistance payments. However, public debt charges increased rapidly, as 
interest rates rose to extraordinarily high levels. As a result, total outlays as a share of 
GNP increased by about 0.5 percentage points in each of these years. 


Total outlays grew well above the rate of growth of GNP in 1982-83, resulting in an 
increase in the ratio of total outlays to GNP to an estimated 23.1 per cent. The strong 
growth in total outlays was attributable to increases in program outlays since public 
debt charges grew only marginally faster than GNP. 


The severity of the recession has resulted in higher spending on unemployment insur- 
ance benefits and social assistance payments under the Canada Assistance Plan. 
The carry-forward to 1982-83 of Petroleum Incentive Payments originally budgeted 
for 1981-82, but deferred because of delays in passing enabling legislation, increased 
program outlays by close to $1 billion in 1982-83. Spending on economic develop- 
ment programs also grew relatively rapidly in the 1982-83 fiscal year. 


The evolution of total outlays indicates that the government has been successful in 
restraining expenditure growth to no more than the trend growth in nominal GNP. 
The share of total outlays in GNP shows a marked decline from 1975-76 to 1981-82, 
before rising again in 1982-83. This sizeable increase for 1982-83 reflects the weak 
growth in GNP as well as discretionary and non-discretionary increases in spending in 
response to the economic situation. If GNP had been at its trend or cyclically- 
adjusted level in 1982-83, total outlays would have been 20.1 per cent of GNP com- 
pared to 20.8 per cent in 1981-82 and 22.9 per cent in 1975-76. 


As can be seen in Chart D-1, movements in the share of total outlays in GNP hide dif- 
ferent trends in program outlays and public debt charges: program outlays, over 
which the government exercises a greater degree of control, fell by just over 2 per- 
centage points as a share of GNP from 1975-76 to 1982-83 while a rise of 2.5 per- 
centage points occurred for interest payments. 
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Federal Government Spending - Public Accounts Basis 


(Percentage of GNP) 


Chart D-1 


42 


24 
22 
20 
18 
16 
14 
12 
10 
8 
6 
4 
2 
0 


<J Public Debt ine 


nn 
> 
fw 
~ 
=) 
Oo 
= 
oO 
= 
oH 
ie) 
= 
Qa 
0 


veh 


TE SOU 
LET MEI 


FLL Total Outlays 


ZEEE LEE} 


oO 0 © + 
N eo — = 


24 
22 
lz 
10 
8 
6 
4 
2 
0 


Source: Public Accounts of Canada, Volume 1. 


This analysis of total outlays should be qualified by noting that changes in the nature 
of government programs have caused the relationship between total outlays and fed- 
eral influence in the economy to vary over time. For example, the partial replacement 
of direct payments to the provinces with the transfer of tax points in 1977 reduced 
federal expenditures without affecting the total government presence in the economy. 
On the other hand, the use of direct payments to oil and gas producers (Petroleum 
Incentive Payments), which are partly a substitute for the depletion allowance previ- 
ously available in the tax system, increased federal spending in 1982-83. 


Functional Distribution of Expenditures — Financial Management System Basis 


Given the general goal of expenditure restraint adopted explicitly in the mid- 1970s, it 
is of interest to note changes in the functional distribution or composition of federal 
spending over this period. This analysis is undertaken using the Financial Manage- 
ment System (FMS) accounting framework rather than the public accounts primarily 
because the former provides a functional breakdown using consistent definitions. 
Two differences between FMS gross general expenditures and public accounts total 
outlays should be noted: in the FMS all expenditures are on a gross basis while some 
netting of expenditures against revenues is done in the public accounts; the FMS also 
includes expenditures of special purpose accounts such as the unemployment insur- 
ance account. 


By far the largest spending category in the FMS is the health and social services func- 
tion, representing 36.8 per cent of gross general expenditure in 1981-82 (see Table 
D-2). This share was down from a peak of 42.1 per cent in 1976-77, largely reflecting 
changes to the unemployment insurance legislation, and reductions in transfers to 
provincial governments that resulted from a partial substitution of transferred tax 
points for cash expenditures under the new Established Programs Financing arrange- 
ments agreed to in 1977.°) 


The debt charges function increased the most rapidly in recent years, followed by 
growth in the resource conservation and industrial development function. The debt 
charges function rose as a share of gross general expenditure from 7.1 per cent in 
1976-77 to 13.6 per cent in 1981-82. As noted earlier, this growth reflected the gen- 
erally high level of interest rates prevailing during much of this period in combination 
with the growth of outstanding public debt. The resource conservation and industrial 
development function rose from 6.8 per cent of gross general expenditure in 1978-79 
to 10.8 per cent in 1981-82, reflecting in large part increased transfers to the oil and 
gas industry. The protection of persons function, whose largest component is spend- 
ing on national defence, hovered in the range of 9 to 10 per cent of gross general 
expenditure over the 1973-1981 period. 


(2) In some respects the functional distribution of expenditures provided in the FMS is more useful than its 
public accounts counterpart, even without considering questions of historical consistency. These advan- 
tages stem from somewhat different functional breakdowns and a more comprehensive classification of 
expenditures. Note, however, that the two accounting frameworks use essentially the same source data. 
See Annex A for more details. 

In the FMS transfers pertaining to specific programs are charged to the appropriate function, where pos- 
sible. So, for example, transfers related to the Established Programs Financing arrangemens are 
charged to the health and social services and education functions while equalization payments are 
included under general transfers to other levels of government. It should be noted that the decline in 
spending as a result of the new arrangements was more than offset by the transfer of additional tax 
points to the provinces. 


(3 
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The next largest spending function is general purpose transfers to other levels of gov- 
ernment, whose main component is equalization payments. As a share of gross gen- 
eral expenditure, this function generally declined through the 1970s but turned up 
slightly in 1981-82, reaching 6.7 per cent. This downward trend was largely attribut- 
able to the relatively slow growth of equalization payments, especially over the latter 
half of the 1970s. 


For the remaining spending functions, there was little movement of consequence in 
shares over the 1970s with the exception of the housing function. Government assist- 
ance in the housing area resulted in the steady growth of this function from 0.4 per 
cent of gross general expenditure in 1971-72 to 1.4 per cent in 198 1-82. 


Finally, the last column in Table D-2, total transfer payments, indicates that the fed- 
eral government’s direct expenditure on goods and services was on average approxi- 
mately one-third of federal total gross general expenditure over the decade. In the 
FMS accounting framework, transfers made by the federal government under specific 
programs are charged to the appropriate function. So, while in 1981-82 general pur- 
pose transfers to other levels of government accounted for 6.7 per cent of gross gen- 
eral expenditure, a further 63.9 per cent of gross general expenditure was transferred 
to persons, business and other levels of government for specific purposes. Of the 
total 70.6 per cent transferred, 43 per cent of gross general expenditure was 
accounted for by transfers to persons, including public debt charges; transfers to 
provinces accounted for a further 18 per cent; and transfers to local governments, 
business and non-residents accounted for the remaining 10 per cent. 


-D.2 Evolution of Federal Revenues 


Budgetary revenues by component and expressed as a share of GNP are presented 
in Table D-3. The discussion in this section focuses on changes in budgetary reve- 
nues in relation to GNP. GNP is used as an aggregate proxy tax base because shifts 
in the ratio of revenues to GNP have generally been associated with discretionary tax 
changes, although it is also the case that during periods of above- or below-average 
rates of economic activity the ratio of budgetary revenues to GNP tends to rise or fall 
automatically. Information on other determinants of revenues is also presented in 
Table D-3 under the heading ‘‘Memorandum Items”. 


Since 1972-73 three distinct periods in the evolution of budgetary revenues can be 
identified. During the first period, from 1972-73 to 1974-75, the ratio of budgetary 
revenues to GNP grew substantially and reached an historical peak in 1974-75. In the 
second, from 1975-76 to 1979-80, the ratio of budgetary revenues to GNP declined 
continuously. The ratio of budgetary revenues to GNP increased in 1980-81 and 
1981-82 before declining in 1982-83 due to the recession. 


The increase in revenues prior to 1974-75 raised a number of concerns regarding fis- 
cal policy. It was suggested that the federal government, while making discretionary 
tax cuts, was benefitting from the interaction of inflation and a progressive income 
tax structure that resulted in rising tax rates on a given real income. In consequence, 
the government decided to raise tax brackets and personal exemptions automatically 
by an indexation factor, effective January 1974. In November of the same year, faced 
with a recession, the government introduced major tax cuts, in order to stimulate the 


. 
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Chart D-2 


Financial Management System Federal Government Expenditure by Function 
Fiscal Years Ending March 31, 1977 and March 31, 1982 


Fiscal Year 1976-77 
Gross General Expenditure - $ 41,217 billions 


All other 


Transportation & 


ak Health and 
communication 


social services 


General 

purpose transfers 
to other levels of 
government 


Protection of persons 


Resource conservation 


and industrial development \N————. Debt charges 


Fiscal Year 1981-82 
Gross General Expenditure - $ 78,776 billions 


All other 


Health and 
Transportation & social services 


communication 
General 
purpose transfers 


to other levels of 
government 


Protection of persons 


Resource conservation 


and industrial development Debt charges 


Source: Statistics Canada, Federal Government Finance, cat. 68-211. 
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economy. Later, there were additional personal and corporate income tax cuts as 
well as sales tax cuts, and a transfer of tax points to provinces that contributed to a 
decrease in revenues relative to GNP up to 1979-80. In 1980-81 and 1981-82 the 
ratio of federal revenues to GNP rose, mainly because of increased energy tax reve- 
nues, personal income taxes and returns on investments. The share of budgetary 
revenues in GNP fell an estimated 0.6 percentage points, to 15.7 per cent, in 1982- 
83; most of this decline was due to cyclical factors. For the 11-year period starting in 
1972-73, some illustrative calculations suggest that discretionary tax measures 
(excluding indexation of the personal income tax) have reduced budgetary revenues 
by approximately 2.7 percentage points of GNP. It is further estimated that, in the 
absence of indexation of personal income tax brackets and exemptions, the ratio of 
budgetary revenues to GNP would have been about 4.3 percentage points higher in 
1982-83. 


(i) Budgetary Revenues up to 1974-75 


The rate of inflation rose sharply during the years before 1974-75. Prior to 1965 the 
annual rates of inflation were typically below 2 per cent. From 1965 to 1972 the 
annual rates ranged between 2.4 and 4.6 per cent before increasing to 10.9 per cent 
in 1974. This inflation was generated by a combination of excess demand conditions 
in Canada and most industrialized economies and the huge increases in world oil 
prices in 1973 and 1974. Higher wage demands and inflation caused personal 
income and corporate profits to increase rapidly, which meant that for the same pur- 
chasing power, incomes and profits were taxed at higher average effective tax rates. 
This contributed to non-discretionary increases in persona! and corporate income 
taxes that were higher than the increases in the relevant tax bases, and thus to 
increases in these revenues as a share of GNP. For example, the share of personal 
income tax revenue in GNP rose from 4.8 to 8.0 per cent from 1965-66 to 1972-73. 
Concerns about the increasing government share in GNP and the effect of inflation 
on personal income taxes brought about the indexation of the tax brackets and per- 
sonal exemptions, calculated according to a formula based on the lagged inflation 
rate, and beginning in January 1974. 


In the face of dramatic world oil price increases, the government also introduced the 
oil export charge in 1973-74 in order to price continuing exports at world levels. This 
resulted in an increase in energy revenues to 1.1 per cent of GNP by 1974-75. 


Budgetary Revenues 1974-75 to 1979-80 
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In the 1979-80 fiscal year, the ratio of budgetary revenues to GNP was 3.8 percent- 
age points lower than in 1974-75. There were three major reasons for this develop- 
ment. 


First, the indexation of personal income brackets and exemptions removed the dis- 
tortions associated with the interaction of inflation and the progressive income tax 
structure, and prevented the growth of personal income tax revenues — in the 
absence of tax changes — from being much faster than the growth in GNP. 


Second, in the face of a recession, the government introduced major tax cuts in the 
November 1974 budget as expansionary measures. The main tax cuts included per- 


sonal income tax reductions (such as the $1,000 deduction for investment income) 
and selective sales tax reductions. Although the government introduced a gasoline 
excise tax in 1975, its effect on federal revenues as a share of GNP was more or less 
offset by the decrease in revenue from the oil export charge. This decrease reflected 
a decline in the volume of oil exports as production was progressively designated for 
domestic markets. 


As a whole, the GNP share of energy tax revenues, which had reached a peak in 
1975-76, decreased for the rest of this period. Revenues from the corporate income 
tax also declined as a percentage of GNP after 1975-76. In November 1974, the gov- 
ernment introduced measures affecting resource industries which increased these tax 
revenues, but this was more than offset in relative terms by the fact that corporate 
profits grew more slowly than GNP, and by discretionary tax relief measures such as 
the investment tax credit and the inventory allowance. 


Third, federal revenues decreased as a percentage of GNP because of the transfer of 
additional tax points to the provinces in 1977 as part of the new Established Pro- 
grams Financing arrangements. 


Budgetary Revenues 1980-81 to 1982-83 


Personal income tax revenues as a percentage of GNP increased 0.9 percentage 
points from 1979-80 to 1981-82 and increased a further estimated 0.3 percentage 
points in 1982-83. This increase is due to the fact that the growth of the indexation 
factor has been considerably below the rate of increase of personal income per 
employee, particularly in 1980 and 1981. Corporate income tax revenue, on the other 
hand, decreased with respect to GNP because of a declining share of corporate prof- 
its in GNP. 


While revenues from the gasoline excise tax declined from 1977-78 to 1982-83 due 
to a drop in the tax rate and lower volumes, total energy tax revenues as a share of 
GNP increased because of the introduction of six new energy taxes. These discre- 
tionary energy tax measures were: the Petroleum and Gas Revenue Tax, the Incre- 
mental Oil Revenue Tax, Net Petroleum Compensation Revenue, the Special 
Petroleum Compensation Charge, the Natural Gas and Gas Liquids Tax and the 
Transportation Fuel Compensation Recovery Charge. In consequence, the share of 
energy revenue in GNP increased from 0.5 per cent in 1980-81 to an estimated 1.1 
per cent in 1982-83. Oil export charge revenue also increased from 1979-80 to 1980- 
81, but later decreased because of the rebate to the provinces for exports of crude 
oil. 


Sales tax revenues as a percentage of GNP were lower during this period than during 
the previous one, largely due to a cut in the general sales tax rate from 12 to 9 per 
cent in November 1978. 


There was also an increase in non-tax revenue as a percentage of GNP, which was 
mainly due to increased investment income. This was the result of historically high 
interest rates from 1980 to 1982. 


(4) Exports of crude oil excluding ‘‘swap’’ or exchange volumes were reduced to approximately 10 per cent 
of their 1973 peak values by 1980. This policy was adopted as it became clear that producible oil 
reserves could not sustain large continuing export volumes as well as provide for domestic needs. 
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Total budgetary revenues fell to an estimated 15.7 per cent of GNP in 1982-83, after 
rising from 14.9 per cent in 1979-80 to 16.3 per cent in 1981-82. Discretionary tax 
initiatives tended to raise the revenue-to-GNP ratio during this period, but cyclical 
conditions more than offset this effect in 1982-83. 


Impacts of Discretionary Tax Measures on Revenues 
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Some illustrative calculations of the cumulative fiscal impact of discretionary tax 
changes on budgetary revenues since May 8, 1972‘) are presented in Table D-4. The 
major specific revenue measures underlying the calculations are presented in Table 
D-5. Also shown in Table D-4 are the cumulative subtotals for discretionary tax meas- 
ures introduced since November 18, 1974 and April 21, 1980. In calculating these 
revenue impacts a number of important assumptions were made: 


1. All measures announced prior to May 8, 1972 are excluded, regardless of 
the effective date. 


2. The estimates capture impact effects only, using actual and estimated eco- 
nomic and tax base data. No allowance is made for induced effects of the 
measures on the economy and hence on revenues. 


3. For most measures the fiscal impacts are calculated for the specific meas- 
ure in isolation; however, it was not always possible to treat the interaction 
between initiatives in a consistent manner. For example, the impact of cor- 
porate income tax changes effective prior to 1980 are not adjusted for the 
surtax beginning in 1980. Where observed taxation data are used for other 
measures there is an implicit accounting for subsequent tax measures. 


It is to be noted that some of the tax initiatives have matching expenditure implica- 
tions. For example, oil import compensation payments more than offset revenue from 
the oil export tax/charge (after 1980 the petroleum compensation charge rather than 
the oil export charge should be thought of as the counterpart for oil import compen- 
sation). In addition, the transfer of personal income tax points to the provinces since 
1977 is accompanied by reductions in transfer payments to provinces, and the 
refundable child tax credit is associated with a decline in family allowances. 


The net impact of all discretionary tax changes, excluding the indexation measures, 
introduced since the May 8, 1972 budget is estimated to have been a reduction in 
the ratio of budgetary revenues to GNP of 2.7 percentage points. Personal income 
tax measures, excluding the influence of indexation, are estimated to have resulted in 
a decline of 2.8 percentage points in the ratio of personal income tax revenue to 
GNP. As indicated in Table D-5, most significant among these measures have been 
the personal income tax credit, the child tax credit, the personal investment income 
deduction and the reduction in personal income tax marginal rates. Indexation of 
exemptions and brackets is estimated to have offset a rise in the ratio of personal 


(8) May 8, 1972 is a convenient base period for the analysis because it was the date of the first budget after 
the major tax reforms. Different base periods would yield different estimates, although they would not 
change the basic conclusion that discretionary tax changes generally reduced revenues from 1972 to 
1979 and increased them from 1980 forward. It is to be noted that only those revenue sources included 
in budgetary revenue on a public accounts basis are considered: unemployment insurance contributions 
and other non-budgetary transactions are excluded. 


"XB ONUBADY |IO [B}UaWII9U| BU} PUB Xe] BNUSASY SBD Pue WNE/Os}2q (2) 

‘UOHEXEPU! JO Jaya ay) SapNjoxe 
IN ‘86} U! IND xe} sajes j!e}a1 Asesodwia} ay} Huloueuy YyyiMm pue swWesBosd paysijqeyse jo Buloueuy 0} sabueyo YM payeloosse SeduIAoJd aU} 0} S}UIOd xe} JO S1a}SUBJ} SEPNIOU} (, 
ee ee ee ee ea he ee a ee ee ee ee eee 
Caving SS = Ye CiCae A = Site = Ones = LO= = XB} BWOdU! |BUOSJad JO UO!}EXEpu| 
uid}] WNpUBJOWOW 


pit Liat G‘Ot je}O] 
20F For Or Saxe} JOauIpul ABsaUd-UON 
€ot+ €ot Zot $axe] JOeulpul ABsauR 
90+ €O+ oot (@LHOl Pue LYOd 
Sot 20+ bor XB} BWODU! a}esOdIOD 
Ole LO= = XB} BWODU! |PUOSIOg 


O86l ‘Lz Idy souls pesnpoljU; 


Cice Pie ae Gee asks 627 (sera aia iS 40) — Je}O] 
Ot = ee Ree ey gr 90 = iis 90 Sh = sexe} jOasIpul ABsaua-uoN 
sot sot radon 20+ ZO+ €'0+ €'0+ €'0+ — sexe} yoaupu! ABseu 
v'0+ €'0+ 00 — — — — — _— (2LHO! PUB LYHDd 
p07 €'0- CO S0- SoS Los 00 L’O+ Zot XB} BWODU! a}B10d10D 
Cc eS Os Oid= Oi2= (shal oe Gia 8'0- Ale = XB} QWOOU! |BUOSJAd 

PZEL ‘BL JeQWsaAON BdUIS psonpodju} 
We oo gc — AR io 66 82a og od We. 3:0 — vie LoS [RYO] 
eS Cl= eS or 60- 80- Oz Gz oe AO es 00- sexe} }OeuIpul AByeue-UON 
90+ Z0+ so+ v'0+ y'0+ S‘o+ Or 60+ ie ee ZO+ — sexe} JOoeulpul ABsauz 
90+ €0+ 00+ aS — “=~ = =e — = == (@LHO! Pue LHDd 
LO+ v0o- S0- L0= S0- CO= C0 Ko a0 c0— LO xB} WOU! 8}B10dJ0D 
ec Gig = 9°2- Gig = acs eer Onlies Naf a elec Ot 0'0- ()XB} BWODU! |BUOSI8q 


ZZ6L ‘8 ABW B9UIS Pednpodzu| 
(dND jo aueys e6ejUadI0d ul aBueYD) 


€8-c86l c8-i86l 18-086! O8626! 62-8246 8Z-LZ61 LL-9L61 92-SL6L Gl-PL6l vl-EL6l €2-ZZ61 


senusady Aueyobpng jesopa4 uo Sainseayw xe, Aseuoijesosig jo sjoeduyy 


b-d aiqel 


51 


92 


Table D-5 


Direct Budgetary Impacts of Major Discretionary Revenue Measures 
Introduced Since 1972 


Revenue Reducing Measures 

Two-year write-off for manufacturing 
machinery and equipment 

Lower corporate tax rates for manufac- 
turing 

Clothing exempted from sales tax 


Personal income tax credit 

Sales tax cut for building materials 

Personal investment income deduction) 

Investment tax credit’? 

Personal income tax point transfer to 
provinces (reflecting changes to 
financing of ‘‘established programs’’) 

Sales tax on gasoline and diesel fuel 
reduced") 

3-per-cent inventory allowance) 

Child tax credit 

General sales tax rate reduction 

Multilateral tariff negotiation duty reduc- 
tions 

Personal income tax marginal rates 
reduced 


Sub-total 


Revenue Raising Measures 

Oil export tax/charge'”) 

Special excise tax on gasoline 

Interest and dividends paid on term-pre- 
ferred shares and income debentures 
given the status of bond interest® 

Corporate income surtax 


Petroleum and gas revenue tax 

Natural gas and gas liquids tax 

Indexation of alcohol and tobacco duties 
and taxes 

One-half capital cost allowance in first 
year?) 

Incremental oil revenue tax 


Sub-Total 


Date Introduced 


May 1972 


May 1972 
February 1973, 
November 1974 
February 1973 
November 1974 
November 1974 
June 1975 


January 1977 


March 1977 
March 1977 
August 1978 
November 1978 


July 1979 


November 1981 


October 1973 
June 1975 


November 1978 
April 1980, 
extended 
November 1981 
October 1980 
October 1980 


October 1980 


November 1981 
November 1981 


1982-83 Impact 


(millions 
of dollars) 


— 500 
— 460 


— 833 
— 2,250 
—745 
— 880 
—755 


— 2,580 


— 330 
— 280 
— 1,160 
— 1,430 


— 405 


— 1,045 
— 13,653 


+405 
+405 


+610 
+300 
+1,610 
+ 1,240 


+315 


+728 
+95 


+5,708 


Table D-5 (Cont’d.) 

en en PA ee et A ee ee ol See eee 
Date Introduced 1982-83 Impact 

ee nt eS nt ee 


(millions 
of dollars) 
Il. All Other Measures — 1,880 
Total —9,825 

IV. Indexation of personal income tax exemp- 
tions and brackets February 1973 — 15,015 


Total including personal income tax 
indexation — 24,840 


) The tax cut was initially set at 5 per cent of basic federal tax with a minimum of $100 and a maximum of 
$500. In November 1974, the minimum tax cut was raised to $150 for 1974 and $200 for 1975. In 
March 1977 the cut was increased by $50 per child. In October 1977, the minimum tax cut was again 
raised, to $300. In August 1978, the $50 per child increase was removed. The tax cut was restructured 
in the November 1981 budget, becoming a flat $200 per taxpayer with any unused portion of the credit 
transferable between spouses. 


(2 


Beginning with the 1975 tax year, the deduction included both interest and dividend income. 


(3 


The investment tax credit was originally set at 5 per cent for specified investments made before July 1, 
1977. It was enriched and extended in March 1977 and the basic rate was raised to 7 per cent in 
November 1978. The credit was extended indefinitely in 1978. 


(4 


The 12-per-cent tax on gasoline and diesel fuel was converted to specific rates in March 1977 and then 
converted to 9-per-cent ad valorem levies in April 1980. This latter change had little impact on revenue 
from this tax in 1980, since the specific rates were roughly equivalent to a 9-per-cent ad valorem levy. 


(5 


The inventory allowance was introduced to enhance the cash flow of businesses by providing an offset 
to the distorting effects of inflation on inventory profits and hence on tax liabilities. 


(6 


The general sales tax rate was reduced from 12 per cent to 9 per cent with the exception of tobacco 
and alcohol products. 


(7 


The oil export tax was introduced in October 1973. Revenues were shared on a 50-50 basis with the 
exporting provinces. The oil export charge became effective under new legislation in April 1974 and all 
revenue remained with the federal government. Effective November 1, 1980, one-half of receipts from 
the charge on crude oil exports have been paid to the provinces. 


(8 


Except in limited circumstances interest and dividends paid on new issues of income bonds or deben- 
tures and term or retractable preferred shares were to be treated as interest for tax purposes. 


(9 


Only one-half capital cost allowance is to be permitted in the year assets are acquired. On average this 
rule results in the same capital cost allowance claim as a system of exact prorating based on the num- 
ber of days an asset was owned in the year. 


income tax revenue to GNP that would have been in the order of 4.3 percentage 
points. The cumulative fiscal impact of corporate income tax measures is approxi- 
mately zero over the 11-year period. As noted in Table D-5, revenue-reducing meas- 
ures such as the two-year write-off for manufacturing machinery and equipment, 
lower corporate tax rates for manufacturing, and the 3-per-cent inventory allowance 
were largely offset by measures such as the corporate income surtax and the half- 
year capital cost allowance rule. Federal energy tax initiatives increased the tax-to- 
GNP ratio 1.2 percentage points, with the increase split evenly between direct and 
indirect taxes. Discretionary decreases in non-energy indirect taxes amounted to 1.1 
percentage points of GNP over the 11 years. Most of this decline arises from changes 
in the manufacturers’ sales tax and customs duties. 


53 


54 


Although the broad pattern of discretionary tax changes is evident when the 11-year 
period is taken as a whole, a clearer picture of their evolution is obtained by consider- 
ing sub-periods. The 1974-1979 and 1980-1982 intervals are of particular interest 
given the evolution of the deficit since 1974. Discretionary tax initiatives introduced 
starting in November 1974 are estimated to have reduced budgetary revenue as a 
proportion of GNP 3.4 percentage points by 1979-80. Federal personal income tax 
revenue, excluding the effects of indexation, was reduced by 2.0 percentage points 
of GNP.” The transfer of personal income tax points associated with the Established 
Programs Financing accounted for 0.6 percentage points of the decline. The discre- 
tionary measures are estimated to have caused a decline of 0.5 percentage points in 
the ratio of corporate income taxes to GNP from 1974-75 to 1979-80, and to have 
caused non-energy indirect tax revenues to fall by 1.1 percentage points of GNP. The 
special excise tax on gasoline is estimated to have caused indirect taxes on energy to 
rise by 0.2 percentage points of GNP. Discretionary tax initiatives introduced since 
April 1980 are estimated to have increased the revenue-to-GNP ratio by 1.4 percent- 
age points by 1982-83. Energy taxes account for the major portion of this figure. 


It is to be stressed that the calculated effects of discretionary tax measures discussed 
in the preceding two paragraphs were of necessity prepared under fairly restrictive 
assumptions; consequently they should be considered not as definitive estimates but 
as illustrating the general point that discretionary tax measures have been an impor- 
tant factor in the evolution of federal revenues since 1972-73. 


Two important qualifications must also be made about the list of discretionary tax 
measures in Table D-5. First, various measures — the personal income tax credit, the 
investment tax credit and the oil export tax/charge — were altered a number of 
times after their introduction, so the noted 1982-83 budgetary impacts do not neces- 
sarily represent the end point of a smoothly declining or increasing revenue path; 
changes to the personal income tax credit through the 1970s, for example, resulted 
in a peak revenue loss in 1977-78 of $2.9 billion compared to a revenue loss in 1982- 
83 of $2.3 billion. 


Second, there were a number of temporary discretionary measures introduced that 
do not appear in the table. Most notable among these measures were the advance- 
ment of the final payment of corporate tax to the end of the second rather than the 
third month after the corporation’s fiscal period (introduced in November 1974 with a 
one-time revenue gain of $300 million in 1975-76) and the temporary transfer of tax 
points to the provinces to finance the retail sales tax cuts of 1978 (introduced April 
1978 with a one-time revenue loss of $579 million in 1978-79). 


(6) Since the cumulative impact of the discretionary tax measures is not independent of the starting point, it 
would not be strictly correct to calculate the cumulative impact of measures introduced from 1974 to 
1979 as the difference between entries in the top panel of Table D-4. 

(7) In addition, indexation of exemptions and brackets prevented the ratio of personal income tax revenue 
to GNP from rising a further 2.2 percentage points in the 1974-75 to 1979-80 period. 


Annex E 


Cyclically-Adjusted Government Balances: Methodology, 
Estimates and Interpretation 


It has long been recognized in the economics literature that because the government 
budget balance not only affects economic conditions but also is affected by them, 
the actual balance alone is not an adequate indicator of the fiscal stance. The actual 
balance may also give a misleading impression of the government’s underlying finan- 
cial position. Adjusting the balance for the effects of cyclical conditions facilitates an 
analysis of fiscal stance and is helpful in assessing whether observed deficits (or sur- 
pluses) are cyclical or ‘‘structural’’ in nature. Two sets of calculations go into the 
development of the estimates of the cyclically-adjusted balance. The first is the cycli- 
cal adjustment of the level of economic activity or output and the second is the 
removal of cyclical influences from revenues and expenditures. 


The Department of Finance estimates of cyclically-adjusted output are based on an 
average rate of labour utilization and trend labour productivity.” An average rate of 
labour utilization is chosen in preference to a “‘full’’ utilization rate on the grounds 
that it. more closely approximates economic activity that can be sustained in the 
medium or long term than would a measure based on peak utilization rates. The aver- 
age rate of labour utilization is developed from a moving average of participation 
rates and cyclically-adjusted unemployment rates for four age-sex categories. The 
cyclically-adjusted adult male unemployment rate is specified as equal to its average 
value over the 1956 to 1973 period, the implicit assumption being that the signifi- 
cance of the adult male unemployment rate as an indicator of labour market condi- 
tions has not changed over time. Cyclically-adjusted unemployment rates for the 
other demographic groups are calculated on the basis of the estimated sensitivity of 
the unemployment rate of a given age-sex group to the proportional deviation of the 
adult male unemployment rate from its average value. These cyclically-adjusted 
unemployment and participation rates are used to calculate an adjusted level of 
employment, which is combined with trend labour productivity to obtain adjusted 
GNP.) 


The aggregate cyclically-adjusted unemployment rate rose from 5.5 per cent in 1970 
to 6.8 per cent in 1976, according to the department's estimates. This upward move- 
ment was due to the declining share of adult males in the labour force, who have had 
the lowest unemployment rate of all age-sex groups, as well as to a tendency for 
youth and adult female unemployment rates to increase relative to the adult male rate 


(1) Estimates of cyclically-adjusted budget balances have appeared in recent editions of the Economic 


Review prepared by the Department. : 

2) Cyclically-adjusted output levels calculated in this way are conceptually somewhat different from the 
potential output levels often used in U.S. budget documents. The latter estimates make use of a rate of 
labour utilization thought to be compatible with a non-accelerating rate of inflation while the Depart- 
ment’s methodology makes use of an average rate of labour utilization. 
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over the period. The cyclically-adjusted aggregate unemployment rate is estimated to 
have been 6.3 per cent in 1982; the decline from its 1976 level is associated with a 
reduction of the unemployment rates of females relative to adult males. 


Trend labour productivity, defined as real GNE per person employed, for the period 
up to 1973 is simply the observed trend from 1956 to 1973, which was a period of 
relatively high growth in labour productivity. There was a sharp drop in measured 
labour productivity growth in the mid- and late- 1970s. In what is referred to as the 
higher trend output case, this phenomenon is allowed for in the methodology by low- 
ering the rate of growth in trend productivity from 2.4 per cent per year over the 
period from 1956 to 1973 to 1.0 per cent per year from 1974 to 1978 and 0.5 per 
cent per year from 1979 forward.) These assumptions regarding the growth in trend 
productivity were based on close observation of the evolution of unemployment rates 
and the level of production, and consideration of economic studies on productivity in 
Canada. Nevertheless, there is still a great deal of uncertainty surrounding the rate of 
growth in trend productivity in the recent past as well as the appropriate rate to be 
used for projections into the future. 


There is also considerable uncertainty regarding the assumption that the significance 
of the adult male unemployment rate as an indicator of labour market conditions has 
not changed over time. From 1974 to 1981 the adult male unemployment rate ave- 
raged 4.5 per cent compared to 4 per cent from 1956 to 1973. While a case can be 
made that the 1974 to 1981 period was unrepresentative of sustainable output levels, 
it also could be argued that institutional and socio-economic factors have perma- 
nently increased the ‘‘normal’’ unemployment rate for adult males. If the average 
adult male unemployment rate that prevailed over the 1956-1973 period is con- 
sidered appropriate for the post- 1973 period, and if there had been no further ero- 
sion of trend productivity growth than assumed above, there would be a significant 
gap between actual and trend or cyclically-adjusted output from 1977 to 1981, anda 
gap of more than 11 per cent in 1982 (see Chart E-1). If, on the other hand, it is 
assumed that the ‘‘normal’’ adult male unemployment rate has been 4.5 per cent 
since the early 1970s rather than 4.0 per cent and if trend labour productivity is 
assumed to have fallen virtually to zero from 1979 to 1982), there are significant 
changes to the estimated output gap by 1982 as shown by the lower growth alterna- 
tive on Chart E-1. But it is still very large: given these assumptions the 9.0-per-cent 
output gap estimated for 1982 is almost double the previous high of 4.7 per cent 
estimated for 1961. The lower trend estimates are used as the basis for the specific 
numerical references in the following discussion, as they appear to be more con- 
sistent with the actual experience from 1979 to 1982. 


Having obtained an estimate of average output, adjusted for cyclical variations, gov- 
ernment revenues and expenditures are then adjusted on the basis of their respon- 
siveness to deviations of actual from adjusted GNP. Six categories of revenues are 
adjusted.’* Since the responsiveness to cyclical conditions varies across categories, 


‘9) This is a simplified description of the methodology. Productivity is analyzed using weighted employment 
by age-sex categories, where the weights reflect differences in productivity levels in a base year. The fig- 
ures in the text are approximate values based on unweighted trend productivity. 


4) The exact assumption is that trend weighted productivity grows at 0.2 per cent per year from 1979 to 
1982 compared to 0.6 per cent in the higher trend output case. Trend productivity growth is assumed to 
return to 0.6 per cent in 1983. 


‘°) These categories are the personal income tax; contributions to unemployment insurance and the 
Canada/ Quebec pension plans; the corporate income tax; sales tax; and customs duties. 


Chart E-1 
Output Gap 


(Cyclically-adjusted GNP less actual GNP as a percentage of 
cyclically-adjusted GNP) 


es Higher trend output alternative!?) 


—— —-— Lower trend output alternative (2) 


1954 1958 1962 1966 1970 1974 1978 1982 


(1) The higher trend output alternative is associated with an average adult male unemployment 
rate of 4.0 per cent, which implies an aggregate cyclically-adjusted unemployment rate 
of 6.3 per cent in 1982, and with trend weighted labour productivity growth of 0.6 per cent 
per year from 1979 forward. 


(2) The lower trend output alternative is associated with an average adult male unemployment 
rate of 4.5 per cent, which implies an aggregate cyclically-adjusted unemployment rate 
of 7.0 per cent in 1982, and with trend weighted labour productivity growth of 0.2 per cent 
per year from 1979 to 1982. 


Source: Department of Finance. 


and because the tax bases are not a constant share of GNP, the responsiveness of 
total revenues to the gap in output can vary over time. Most of the variation in the 
responsiveness is attributable to changes in the share of corporate profits, which 
have displayed some apparently non-cyclical variations and which are taxed at a 
higher average rate than personal income. On the expenditure side unemployment 
insurance benefits are adjusted. The assumption is that the cyclical component of 
unemployment insurance is directly related to the proportionate deviation of the 
actual unemployment rate from its adjusted level. That is, if the actual unemployment 
rate is 10 per cent greater than its adjusted level, the assumption is that observed 
benefits are also 10 per cent above their adjusted levels. 


The cyclically-adjusted budget balance calculated as outlined above therefore repre- 
sents the balance that would prevail under the existing revenue and expenditure 
structure if the economy were operating in any given year at an average level of activ- 
ity. As such the cyclically-adjusted budget balance provides some help in identifying 
structural as opposed to cyclical factors in the deficit. However, due to the uncer- 
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tainty associated with any estimates of adjusted output level and the static nature of 
the adjustments to revenues and expenditures, any calculated /eve/ of the cyclically- 
adjusted balance must be treated with considerable caution. 


In addition to difficulties caused by imprecise estimates of the adjusted output level, 
the static nature of the methodology also limits the usefulness of the estimates of the 
level of cyclically-adjusted budget balances. This is primarily because the estimates 
adjust for the impact of cyclical conditions on government budget balances at a point 
in time; they do not represent the budget balance that would have occurred if the 
economy had always been operating at its cyclically-adjusted level. Although a large 
number of further adjustments would be required before a cyclically-adjusted balance 
could be calculated in a dynamic sense, two adjustments are worth noting. First, 
since the amount of debt outstanding, and hence interest payments, depends on cur- 
rent and past deficits, an assumption that the economy was always operating at an 
average level of activity would have a potentially large cumulative impact on the debt 
and interest payments. Second, given that a large portion of unemployment insur- 
ance benefits is ultimately self-financed through private sector contributions, the con- 
tribution rates in any given year may reflect events in previous years; consequently 
the assumption that the economy was always operating at an average level of eco- 
nomic activity could have a large impact on the cumulative balance in the unemploy- 
ment insurance account if contribution rates are not changed. The cyclical adjust- 
ment methodology used by the department does not correct for any such cumulative 
cyclical impacts. The cyclically-adjusted balance is, therefore, an estimate of the 
budget balance that would prevail in any given year if the economy were to return 
instantaneously to its cyclically-adjusted level of activity, with no changes to the tax 
and expenditure structure. 


Rather than concentrating on levels, therefore, attention is more often focussed on 
the change in the cyclically-adjusted budget balance. This provides a useful indica- 
tion of changes in the overall stance of fiscal policy arising from non-cyclical sources, 
discretionary as well as non-discretionary. Although the year-to-year change in the 
adjusted balance is a useful summary indicator of the fiscal stance, there are two 
important qualifications to be made when it is used in this way. First, the change in 
the cyclically-adjusted balance does not necessarily represent a good measure of the 
discretionary (or policy-induced) change in expenditures and revenues since non- 
cyclical yet still non-discretionary factors may affect government budget balances 
significantly. Interest rates or energy prices are two examples. Also, under certain tax 
and expenditure structures revenues may have a growth trend that is higher or lower 
than the trend in expenditures, causing the adjusted balance to move towards sur- 
plus or deficit over time, which does not in itself imply a discretionary policy move 
towards restraint or stimulus. The distinction between changes in cyclically-adjusted 
budget levels and discretionary budget changes should be kept in mind. 


Second, interpreting the change in the adjusted balance as a summary indicator of 
the stance of fiscal policy implicitiy assigns an equal weight to revenues and expendi- 
tures as factors influencing macro-economic conditions. However, economic theory 
suggests that, from a short-term demand point of view, a lower weight should be 
applied on average to revenues than to expenditures. Also, the relative expansionary 
impact of various categories within total expenditures and within total revenues may 
differ. In interpreting the cyclically-adjusted balance as an indicator of the fiscal 
policy stance, the implicit assumption of equal weights to all categories of expendi- 
tures and revenues has to be kept in mind. A reallocation of expenditures or revenues 
that on balance might be stimulative, but which would keep the actual budget bal- 


ance constant, would keep the adjusted balance constant. This methodological limi- 
tation implies that the adjusted balance is less useful as an indicator of the thrust of 
fiscal policy when the mix of fiscal instruments is altered significantly. 


The cyclical and non-cyclical components of the budget balance calculated using the 
two estimates of cyclically-adjusted output discussed earlier (Chart E-1) are pre- 
sented in Tables E-1 and E-2. The actual federal deficit rose approximately $13 bil- 
lion from 1981 to 1982; in the lower trend output alternative it is estimated that about 
60 per cent of this rise was due to cyclical factors. The actual balance of the other 
levels of government declined $1.6 billion from 1981 to 1982, as non-cyclical factors 
pushed the other governments’ balance further towards surplus, while cyclical factors 
would have caused the deficit to widen approximately $3 billion. The actual budget 
balance of the total government sector declined $14.6 billion in 1982; cyclical factors 
accounted for $10.7 billion and non-cyclical influences accounted for $3.9 billion of 
the fall. Expressed as a percentage of GNP the observed federal deficit rose 3.6 per- 
centage points in 1982, while the adjusted deficit rose 1.3 percentage points of cycli- 
cally-adjusted GNP. At the total government level, the observed deficit rose 4.1 per- 
centage points of GNP while the adjusted deficit increased 1 percentage point of 
adjusted GNP in 1982. The estimates indicate that the 1982 increases in the adjusted 
deficits are the first since 1978. These declines in the adjusted balances in 1982 are 
providing support for the level of economic activity in a severe recession; but the 
movement towards a more expansionary fiscal stance was less than in 1975 when 
the adjusted federal balance declined 2.0 percentage points and the total govern- 
ment adjusted balance declined 3.0 percentage points of adjusted GNP. 


With respect to the level estimates, the lower trend output alternative suggests that in 
1982 the federal deficit would have been $10.4 billion lower if the economy had been 
operating at its cyclically-adjusted level of output. The cyclically-adjusted federal 
deficit is estimated to be 3.1 per cent of GNP in 1982 compared to 6.0 per cent for 
the actual deficit. The cyclically-adjusted deficit in 1982 was higher than the average 
of 2.0 per cent from 1971 to 1980, but significantly lower than the 4.3 per cent cal- 
culated for 1978, a year of modest output growth and considerably lower unemploy- 
ment than 1982. The federal government cyclically-adjusted deficit in 1982 was off- 
set to a large extent by the somewhat smaller deficit of the provincial-local-hospital 
sector and the surpluses in the pension accounts. The total government sector cycli- 
cally-adjusted deficit was 1.4 per cent of adjusted GNP in 1982. 


As can be seen in Table E-2, these conclusions regarding the directional changes in 
fiscal policy and their magnitudes are not much changed if the higher trend output 
alternative is assumed to be more representative of the cyclically-adjusted output 
level. There are, however, significant changes to the level of the adjusted balances, 
particularly after 1979 when the cumulative effect of slower trend productivity growth 
begins to have a significant impact on the estimated output gap. For example in 1982 
the estimated cyclically-adjusted federal deficit is 3.1 per cent of GNP compared to 
2.4 per cent in the higher trend growth case and the total government adjusted deficit 
is 1.4 per cent of GNP compared to 0.5 per cent in the higher trend output case. 
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Table E-2 


Cyclically-Adjusted Budget Balances of the Federal and Consolidated 
Government Sector: Two Scenarios") 


Federal Government Total Government’) 
Cyclically-adjusted Cyclically-adjusted 
budget balance budget balance 
Actual Higher Higher 
budget trend Lower trend Actual trend Lower trend 
balance output output balance output output 


(percentage of GNP)() 


1974 0.8 0.0 —0.3 Ue) 1.0 0.5 
1975 —2.3 —1.9 —2.3 —2.5 —2.0 —2.4 
1976 —1.8 —1.8 —2.2 —1.7 —1.7 —2.2 
US7 —3.5 —2.9 —3.2 —2.4 —1.6 —2.1 
1978 —4.6 —3.9 —4.3 —3.2 —2.3 —2.8 
1979 —3.5 —3.0 —3.4 —1.9 —1.1 —1.7 
1980 —3.5 —2.2 —2.7 —2.1 —0.4 — 1.0 
1981 —2.4 —1.3 —1.8 —1.2 0.4 —0.4 
1982 —6.0 —2.4 —3.1 —5.3 —0.5 —1.4 


(National accounts basis, calendar years. 

(2) Actual balances are taken as percentage of GNP while cyclically-adjusted balances are taken as percentage of 
cyclically-adjusted GNP. 

(3) Includes the consolidated budget balance for the provincial governments, the local governments, the hospitals 
sector and the Canada and Quebec Pension Plans. 

Source: Statistics Canada, National Income and Expenditure Accounts, cat. 13-001; and Department of Finance. 
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Annex F 


Inflation Adjustment of Government Balances: 
Methodology, Estimates and Interpretation 


As indicated in the text, inflation adjustment of government balances is oriented to 
changes in the real indebtedness of governments. Government indebtedness can be 
defined in a number of ways; the definition chosen here is a modified version of the 
financial flow accounts measure of net liabilities. Of course, for the purposes of infla- 
tion adjustment, it is necessary to obtain an estimate of net liabilities having a fixed 
nominal redemption value.“ The year-to-year decline in these liabilities caused by 
inflation, which is an approximation of the inflation premium in net interest payments, 
is added to the actual budget balance to obtain the inflation-adjusted balance. This 
correction to measured net expenditures of governments clearly has as its counter- 
part a reduction in the measured income of the government’s creditors. These adjust- 
ments reflect the view that the inflation premium may be more properly considered a 
repayment of capital, and thus a capital account transaction rather than a current 
income flow. 


Table F-1 shows, for both the federal and the consolidated government sectors, the 
level of total net liabilities, net fixed-value liabilities, the reduction in the real value of 
these liabilities caused by inflation, and actual and inflation-adjusted national 
accounts deficits as a percentage of GNP. The inflation-induced decline in the real 
value of net liabilities is obtained by multiplying the amount outstanding at the begin- 
ning of the year by the proportionate change in the GNE deflator from the fourth 
quarter of the previous year to the fourth quarter of the current year. It is possible to 
calculate inflation-adjusted deficits using liability and asset figures from the public 
accounts. However, the national accounts framework allows comparable calculations 
to be made for all levels of government. It is worth noting that liabilities (before or 
after adjustment for assets held in the form of equity) of the total government sector 
after 1980 are less than those of the federal government alone. This development 
reflects the growing importance of the cumulative Canada and Quebec Pension Plan 
surplus (assets) aS measured on a national accounts basis as well as the effect of 
surpluses of the provincial-local-hospital sector from 1977 to 1981 on outstanding 
debt. 


Adjusting for the decline in the real value of net liabilities that have a fixed nominal 
redemption value has significant impact on observed budget balances, particularly in 
1973 and 1974 when inflation was high, and from 1979 forward when there were 


(1) Net liabilities are defined as total liabilities (line 3100 of Table 1 in Statistics Canada cat. 13-563) less 
total assets (line 2100) adjusted to remove undistributed profits of “‘associated enterprises’’, which is a 
component of claims on associated enterprises (line 2510). Removing the remaining equity component 
of line 2510 and stocks (line 2520) from adjusted total assets gives fixed-value assets. Net fixed-value 
liabilities are defined as total liabilities less fixed-value assets. The disaggregated data relating to claims 
on associated enterprises were supplied by Statistics Canada. Since fixed-value assets are less than 
total adjusted assets, net fixed-value liabilities will be greater than net liabilities; the difference between 
the two is simply assets held in the form of equity. 
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Table F-1 


Inflation-Adjusted Government Budget Balances (National Accounts Basis ) 


Decline in Inflation- 
Net fixed- — Actual real value of adjusted Percentage of GNP 
Net value budget net fixed-value budget Inflation- 
liabilities — liabilities” balance liabilities balance Actual adjusted 
Eaderal Government (millions of dollars) (per cent) 
1970 6,632 8,320 266 408 674 0.3 0.8 
1971 6,637 8,520 — 145 294 149 —0.2 0.2 
1972 6,823 8,816 — 566 494 —72 —0.5 —0.1 
1973 7,326 9,374 387 1,091 W477 0.3 lee 
1974 6,733 9,024 1,109 1,354 2,463 0.8 ed 
1975 6,165 8,894 — 3,805 909 — 2,896 —2.3 — 1.8 
1976 9,728 11,878 — 3,391 1,031 — 2,360 = is} —1.2 
1977 12,939 15,962 — 7,303 966 — 6,337 —3.5 —3.0 
1978 18,823 22,282  — 10,685 1,538 — 9,147 —4.6 —4.0 
1979 29,774 34,803 — 9,264 4,123 — 5,141 —3.5 —2.0 
1980 39,506 44,759 — 10,153 4,591 — 5,561 —3.5 —1.9 
1981 50,506 55,896 —7,979 6,216 — 1,763 —2.4 —0.5 
1982 58,923 64,854 —21,083 6,718 — 14,365 —6.0 —4.1 
All Governments ‘?) 

1970 13,510 15,443 806 US 1,563 0.9 1.8 
1971 13,067 15,392 130 532 662 Om OR 
1972 13,161 15,635 81 876 957 0.1 0.9 
1973 14,021 16,603 1,252 1,931 3, 183 1.0 2.6 
1974 13,014 15,841 2,795 2,376 5171 1.9 3.5 
1975 lel 7alet WSUS: —4,049 1,561 — 2,489 —2.4 —1.5 
1976 17,042 20,228 — 3,222 1,756 — 1,467 —1.7 —0.8 
1977 20,958 25,058 — 5,005 USK — 3,489 —2.4 —1.7 
1978 26,440 31,121 — 7,392 2,148 — 5,244 —3.2 —2.3 
1979 35,311 41,698 — 5,003 4,940 —63 —1.9 —0.0 
1980 41,194 47,992 —6,175 4,923 — 1,252 —2.1 —0.4 
1981 48,460 55,583 —4,025 6,181 2,156 —1.2 0.7 
1982 52,807 61,326  — 18,639 6,352 — 12,287 —5.3 —3.5 


“) Beginning of year stock. 
(2) Including Canada and Quebec Pension Plans. 


large increases in the amount of net fixed-value liabilities as well as high rates of infla- 
tion. For example, from 1979 to 1982 the inflation adjustment was, on average, 

1.8 per cent of GNP for the federal and total government deficits. In 1981, the total 
government balance changes from deficit to surplus after inflation adjustment. The 
magnitudes of these adjustments are large enough to suggest that the unadjusted 
deficit is not a good indicator of the real financial position of governments. 


In addition to providing information on the real financial position of governments, 
inflation-adjusted budget balances are helpful in assessing the impact of the budget 
position on aggregate demand and financial markets. To the extent that recipients of 
interest payments treat the inflation premium as a repayment of principal rather than 
as current income, a given nominal deficit will be less stimulative in an inflationary 
environment than in an inflation free economy. Inflation adjustment is helpful in 
assessing the impact of the deficit on financial markets since financing the inflation 
premium is essentially equivalent to rolling over existing real debt. However, there are 


a number of reasons why it would not be appropriate to look only at the inflation- 
adjusted deficit when assessing the impact of the deficit on aggregate demand and 
credit markets. There may be lags in perceiving the impacts of inflation on financial 
assets and a further lag in adjusting to the new situation. Inflation also may have an 
impact on the composition of portfolios by reducing the demand for financial assets. 


Once an estimate of the inflation induced decline in the real value of net fixed-value 
liabilities of governments has been calculated, it clearly can be used to adjust govern- 
ment savings, (defined as the budget balance plus public investment), for inflation. 
Furthermore, the same general technique can be used to inflation-adjust the 
observed savings flows of other sectors of the economy, although obtaining an esti- 
mate of net fixed-value liabilities by sector is not completely straightforward. How- 
ever, since total savings are unaffected by inflation adjustment, an estimate of private 
savings adjusted for inflation can be obtained by subtracting adjusted public sector 
savings from total savings. 
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ANNEX G 


Background Information on Deficits and 
Economic Performance 


The federal government has an important role to play in helping to stabilize aggregate 
demand through variations in its budget balance, both through the automatic effects 
of cyclical conditions on revenues and expenditures and by deliberate policy initia- 
tives. Although the importance and desirability of this function is generally acknowl- 
edged, concern is often expressed that federal deficits may tend to be too high on 
average over a complete business cycle or may be poorly timed relative to the cycle, 
thereby risking the ‘‘crowding out”’ of private investment and perhaps adding to infla- 
tionary pressures. What factors should be taken into account when assessing the 
likely impact of the federal deficit on the economy? Spending by other levels of gov- 
ernments is important since it is total government borrowing that influences the sup- 
ply of funds to the private sector, not just the federal balance. Private spending is 
also important since there is no guarantee that it will be sufficient to maintain a high 
employment level of output, even over a complete cycle. As discussed in Annex F, 
inflation adjustment of government balances and savings is important in assessing 
the impact of the budget position on aggregate demand and financial markets. The 
change in the real indebtedness of the government implied by the actual deficit is 
important in both the short and long run, since continued rises in real indebtedness 
could cause problems in financing the deficit. The effect of variations in the deficit on 
expectations can also be important since they can be to some extent self-fulfilling. 
Finally, the source of the variation in the deficit is relevant: deficits that stimulate cur- 
rent consumption may have different implications for economic performance than 
deficits that stimulate investment. 


The purpose of this annex is to provide some background information that is helpful 
in analyzing the implications for economic performance of the federal budget position 
over the 1974-1981 period in a medium-term context. The 1974-1981 period is 
viewed as a peak-to-peak economic cycle, despite the apparent differences in the 
intensity of the peaks, and despite the existence of some smaller peaks within the 
period. In developing the analysis of the deficit, the theory underlying the use of varia- 
tions in the deficit as a stabilizing influence is reviewed, as are various medium-term 
rules for the deficit. 


The Impact of the Deficit on the Economy: Theory 


An appreciation of how fiscal policy can help stabilize the level of economic activity 
can be obtained through an analysis of income and expenditure flows in the 
economy. It is obvious that a sustained reduction in spending on goods and services 
will sooner or later result in less production and employment. The consequent reduc- 
tion in income will have induced effects on spending, which will tend to feed through 
to incomes again. In this manner, the total effect may be a multiple of the original 
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reduction in spending. Key issues in this process are whether or not variations in 
spending by one group will be offset automatically by variations in spending by other 
groups, and if so, how long it takes for the offset to occur. For example, while a rise in 
the personal savings rate would tend to cause a reduction in income and employ- 
ment, the increased availability of funds could stimulate investment through its effects 
on interest rates. Price effects could also help restore the economy to the original 
position. Excess supply in product and labour markets results in downward pressures 
on prices and wages, the net effect of which may be to increase spending on goods 
and services. Reduced price pressures mean that a greater real volume of expendi- 
tures can be financed for a given money supply so that even if price effects do not 
stimulate demand directly, developments in financial markets will tend to offset the 
contractionary impulse if prices and wages are sensitive to demand conditions. 


In an economy subject to disturbances that influence spending and savings deci- 
sions, a natural role for fiscal policy emerges as a means of dampening fluctuations in 
economic activity, assuming that the economy is likely to be slow in adjusting to con- 
tractionary or expansionary impulses. Given a reduction in private spending, an off- 
setting rise in the government deficit (through either increased spending or tax cuts) 
would tend to restore output and employment to their original levels. Similarly, if 
aggregate demand were considered excessive, a decline in the deficit (or more gen- 
erally a movement in the direction of greater surplus) could be used to reduce it. 


However, the point of view that fiscal policy can provide a stabilizing role in the 
economy is not universally accepted. The argument is often made that the income- 
expenditure analysis outlined above ignores the financial implications of government 
deficits. In its simplest form the argument is that the volume of expenditures that can 
be financed with a given money supply is fixed; consequently an increase in govern- 
ment spending will displace or crowd out an equivalent amount of private spending, 
with the displacement occurring through a rise in interest rates. This argument is now 
generally acknowledged to be incomplete in that it does not take into account the 
effects of interest rates on the amount of spending that can be accommodated by a 
given money supply. Rising interest rates are thought to cause individuals and busi- 
nesses to economize on cash balances, thereby expanding the effective money sup- 
ply and allowing a higher level of activity to be financed by a given money supply. If 
cash balances are very sensitive and private spending is less sensitive to interest 
rates, then fiscal policy can be effective in stabilizing the economy. On the other 
hand, if private spending is very sensitive and the demand for cash balances is insen- 
sitive to interest rates, then the effectiveness of fiscal policy is sharply reduced. Given 
that interest rates must rise to finance the higher level of activity, some adverse effect 
on private investment, in a partial sense, would appear to be unavoidable; but it is not 
obvious that these effects are stronger than the induced effects of the higher level of 
activity on private investment.” 


Evidence on this issue from simulations with macroeconomic models suggests that 
crowding out is not a significant problem in the short run. That is, in the absence of 


() The reference to a rise in activity levels and in interest rates refers to a change in relation to the levels 
that would have prevailed if there had been no automatic or discretionary expansion in the deficit. How- 
ever, assuming this action is taken during a period of cyclical weakness and that the fiscal action damp- 
ens but does not fully reverse this weakness, interest rates may well decline in relation to pre-recession 
levels despite the increase in the deficit. In principle it is possible to fully offset the cyclical weakness by 
fiscal policy, without any rise in interest rates relative to pre-recession levels provided that the money 
supply is sufficient to finance the cyclically-adjusted level of output. 


) See Budget Financing and Monetary Control, OECD, Paris 1982, pp. 41-45. 


any change in monetary policy, a bond-financed increase in government spending 
will cause a rise in economic activity that is generally thought to be equal to or 
greater than the original stimulus. The option of financing the increased expenditure 
through foreign borrowing tends to limit further any upward pressure on domestic 
interest rates from a budget deficit, although the resulting capital inflows do have 
implications for the exchange rate, which influences the domestic price level and the 
demand for the output of import-competing and export-oriented industries. 


An important issue in using fiscal! policy to help stabilize the economy is whether the 
various automatic stabilizers should be supplemented by discretionary tax and 
expenditure changes. A downturn in economic activity causes increases in govern- 
ment spending (mostly through higher unemployment insurance benefits) and 
declines in tax revenues that are automatically reversed as the economic situation 
improves. In principle, the same effect can be achieved through discretionary 
changes, but there is a risk that the measures will be poorly timed and either exces- 
sive or inadequate given the uncertainties in the forecasting process, lags in imple- 
menting policies and lags between implementation and effectiveness. Given these 
considerations, discretionary initiatives may run the risk of having adverse effects on 
expectations and “‘confidence’’ more generally and, therefore, could be less effective 
than automatic stabilizers. The underlying reasoning is that an automatic widening of 
the deficit will be viewed as self-correcting whereas discretionary changes may not. 
The impact on expectations of discretionary tax changes Is likely to depend on the 
severity of the cyclical downturn; in a very severe recession the risks of ‘‘overshoot- 
ing’’ may be considered small, so there may not be any difference, in terms of the 
impact on expectations, between automatic and discretionary increases in the deficit. 


Another issue in the implementation of countercyclical fiscal policy revolves around 
the role of deficits in sustaining inflation and inflationary expectations. Since inflation 
in itself has detrimental effects on economic performance, and because deficits may 
be seen as contributing to inflation, it may be appropriate to pursue restrictive fiscal 
as well as monetary policies in order to speed the reduction in inflation and inflation- 
ary expectations, even in less than buoyant economic conditions. The question 
becomes one of trading off short- and longer-term objectives in an environment of 
considerable uncertainty. The desirability of adopting such a fiscal stance may 
depend again on the severity of the cyclical downturn; inflationary expectations are 
less likely to be adversely affected by a widening of the deficit when output is signifi- 
cantly below its cyclically-adjusted level. 


Although fiscal policy can be used to stimulate the economy in the short run, its 
effectiveness may diminish over time, even in situations of less than full employment. 
Continuing large bond-financed deficits mean that individuals and firms must be 
induced to hold a growing share of government debt in their financial portfolios. This 
may require rising interest rates on government bonds, which will tend to put upward 
pressure on yields of all financial assets. 


(3) A reduction in inflation could in itself stimulate economic activity over the medium term for a number of 
reasons. Private investment may be adversely affected by inflation since financial markets tend to func- 
tion less effectively in an inflationary environment, in part because savers and investors become less will- 
ing to commit themselves to long-term debt instruments that facilitate long-term investment. High nomi- 
nal rates of interest associated with high rates of inflation can hurt investment, even if real rates are low, 
through cash flow effects caused by the early repayment of principal. These effects have been impor- 
tant in the mortgage market. 
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The possible existence of what is often called portfolio crowding out would be sig- 
nalled by a rise in the ratio of government debt to wealth or to GNP, since the two are 
likely to be highly correlated. It is worth repeating that since Canada represents a 
small part of a large integrated capital market, yields on Canadian financial assets 
may not be greatly affected by an increase in the supply of government debt. For this 
and other reasons, the full impact of changes in the debt-to-GNP ratio is difficult to 
estimate. 


A more fundamental issue is whether the budget position is consistent with high 
employment and no additional pressure on prices. Clearly, the sum of private and 
public demands cannot exceed the productive capacity of the economy; a budget 
stance that creates excess demand will cause some combination of price and interest 
rate increases that will effect the transfer of resources from the private to the public 
sector. If monetary policy is non-accommodating, then rising interest rates and 
declining private investment will be the main channel of influence in this transfer. If 
the deficit is monetized, then rising prices will cause private demand to decline. To 
the extent that private investment falls as a result of the budgetary imbalance, there 
will tend to be a reduction in the high employment level of output, although this effect 
may be offset to the extent that the fiscal stimulus involves investment in capital or 
human resources that will increase future productivity. 


Medium Term Budgetary Norms 
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Given that fiscal policy has a role to play in diminishing cyclical fluctuations in the 
economy, what is the appropriate level for the federal deficit on average over a com- 
plete cycle? There is no simpie answer to this question since it depends on savings 
and investment flows in the economy, the extent that the economy is self-equilibrat- 
ing in the medium term and the level of government investment. The level of govern- 
ment investment is relevant since it may be considered appropriate to finance invest- 
ment in such items as roads, airports and harbours by issuing bonds. Bond financed 
investment may help achieve equity between present and future generations by re- 
arranging the relative contributions of older and younger generations to the cost of a 
long-lived asset now and in the future. Thus, in the medium term it may be more 
appropriate to focus on government savings, defined as total revenue less non-capi- 
tal spending (or the budget balance plus investment), rather than focussing on the 
deficit, which is total revenue less total expenditures. The implicit assumption is, of 
course, that the public investment represents an efficient allocation of resources, and 
does not displace more “‘useful’’ private spending. 


Savings and investment flows elsewhere in the economy are important since a poten- 
tial imbalance between the two may influence the average level of activity over the 
cycle. As discussed earlier, a rise in the savings rate initially imparts a contractionary 
impulse to the economy. This may or may not be followed by a rebound in activity of 
such strength that the high employment output level is achieved on average over the 
cycle. If the economy is expected to fluctuate around the ‘‘trend’”’ growth path, then 
a reasonable budgetary norm for the medium term might be that government savings 
(on an inflation-adjusted basis) average zero over the cycle; private savings would 
then equal private investment at the high employment level of output, which is 
assumed to be attained on average over the cycle. This would appear to be the logic 
underlying the legal restriction on the Japanese government that borrowing to finance 
current expenditures can only be done through an ‘‘exceptional bond’”’ issue that 


cannot be refinanced. If it is thought that the economy will not necessarily achieve 
the high employment output level on average over a cycle, then government dissav- 
ing over the cycle should equal the expected excess of private savings over invest- 
ment at high employment. This is the general principle underlying the budgetary norm 
in West Germany and corresponds to recommendations in 1977 by the U.S. Council 
of Economic Advisers and an OECD Expert Group. Implicit in these norms is the 
idea that private savings will equal private investment at the high employment level of 
output only by coincidence, so that there can be no presumption that government 
savings should be zero in the medium term; it may be appropriate for the government 
to save or dissave on average over the cycle. 


Adopting the point of view that the government budget position has an influence on 
the average level of activity over a complete business cycle means that the level of 
private savings and investment depends on the deficit; this limits the usefulness of an 
after the fact analysis of savings flows as an aid in assessing the impact of the budget 
on the economy. By way of contrast, the assumption that the average level of activity 
over a business cycle is unaffected by the budget position of governments could per- 
mit stronger conclusions to be drawn from an analysis of savings flows. 


Given these general remarks about medium term rules for government deficits and 
savings, what can be said about the budget positions of the different levels of govern- 
ment in Canada? From a stabilization point of view it would be appropriate for the 
federal government to offset excess savings by other levels of government in order to 
help stabilize the economy or to help achieve a higher level of activity on average 
over the cycle. The co-existence of relatively large federal deficits and surpluses by 
other levels of government, however, does raise issues of a different nature. 


A Review of the Evidence 


A useful perspective for an analysis of the deficit in a medium term context is a review 
of savings and investment flows in the economy. In Table G-1 gross savings and 
investment by major economic sector as a percentage of GNP are recorded for 
selected intervals over the 1948-1981 period. The surplus or deficit by government 
sectors, equal to gross saving less capital formation, is also shown in the table. 


There are a number of noteworthy features in the table. First, although total savings 
(and hence investment) have been a relatively stable percentage of GNP when ave- 
raged over business cycles since 1948, total gross savings were somewhat higher as 
a percentage of GNP over the 1974-1981 period than for the 1948-1981 interval, 
while the 1967-1973 business cycle was characterized by a lower than average sav- 
ings rate. Second, there was a large increase in the 1974-1981 period in the savings 
rate of the private domestic sector and a significant decline in the total government 
savings rate, compared to the averages over the preceding cycle and the averages 
over the 1948-1981 period. Foreign savings rose significantly from the average 
observed over the 1967-1973 cycle, but were not much different from their long-run 
average. Third, the total government sector has been a source of savings over the 
entire 1948-1981 period; although the total government savings ratio declined over 
the last business cycle, it remained positive. The decline in the government savings 


(4) U.S. Council of Economic Advisers, Report, 1977, 55-56 pp, and McCracken, P. 1 (et al) Towards Full 
Employment and Price Stability, OECD, June 1977, p. 327. 


ital 


Table G-1 


Gross Savings and Investment as a Percentage of GNP 
Selected Periods 1948-1981 


1948-1956 1957-1966 1967-1973 1974-1981 1948-1981 


Private domestic savings 18.0 17.9 17.6 20.3 18.5 
Personal 9.0 ee TAs) 10.4 8.5 
Corporate 9.0 10.7 10.1 SER] 10.0 

Government savings 4.6 3.2 4.7 1.6 oo 
Federal els 0.3 0.8 —2-1 G5 
PLH™ 1.9 2.8 2.6 2.6 2.4 
C/QPP® 0.0 0.1 des ilar 0.6 

Total domestic savings 22.0 24-1 22.3 elegy 22.0 

Foreign savings Pain| 2.4 0.3 2.0 1.5 

Total savings 

and investment 2a.5 23.8 Bed 24.0 Zo. 
Private investment 20.2 19.7 19.0 20.8 20.0 
Public investment Bal 4.2 3.9 Bhs 20 


Memorandum items: 
Government balances 


Total 135 — 1.0 0.8 — 1.6 —0.1 
Federal (eos —0.4 0.2 —2.6 —0.1 
PLH —0.7 —0.7 —0.7 —0.1 —0.6 
C/QPP 0.0 0.1 1.3 Test 0.6 


“) Provincial-local-hospital sector. 

(2)Canada and Quebec Pension Plans. 

(3) Adjusted for residual error of estimate. 

Source: Statistics Canada, National Income and Expenditure Accounts, cat. 13-001. 


rate was due almost entirely to changes at the federal level. Fourth, there was a 
decline in public investment from the 1967-1973 period to the 1974-1981 interval 
while the total government deficit rose. Fifth, the total government sector was virtually 
in balance on average over the 1948-1981 period, being a net borrower over the 
1957-1966 and 1974-1981 cycles and a net lender over the other two cycles. Sixth, 
private investment was a slightly above average share of GNP over the last cycle, and 
was almost 2 percentage points higher than over the 1967-1973 cycle. 


These developments could be interpreted in the following manner. In the 1974-1981 
period a rise in the private sector savings rate was offset by government deficit 
spending, which reflected a reduction in net current revenue offset somewhat by a 
reduction in capital formation. The rise in the deficit permitted the economy to attain 
a higher level of economic activity on average over the cycle and thus contributed to 
the relatively buoyant performance of investment. The higher level of economic activ- 
ity also could be a factor in the rise in foreign savings, which are defined as net 


i2 


imports of goods and services plus net transfers abroad, through its effects on the 
demand for imports and possibly the supply of exports. Alternative interpretations 
are, of course, possible. It could be argued that government deficits have no net 
impact on the overall level of economic activity over a complete cycle, consequently 
the rise in government spending simply displaced some private investment. This 
issue will be taken up below. 


A key point made in this paper is that conventional accounting practices can cause 
significant distortions in recorded income flows because they do not recognize that 
interest payments embody an implicit repayment of capital in an inflationary environ- 
ment. Another way of looking at this issue is to view current income flows as being 
overstated by the amount of the inflation premium, which is more properly considered 
a capital transfer rather than income arising from current production. Correcting 
observed income flows for this measurement error obviously will have an impact on 
measured savings which are defined as revenue less current expenditures. The sav- 
ings rates of net borrowers would rise and that of net lenders would fall. 


How important have these measurement errors been in the recent past? The data in 
Table G-2 suggest that correcting inflation-induced measurement errors does not fun- 
damentally change the evolution of savings flows and government balances over the 
last two cycles. The table shows, as a percentage of GNP, public and private sav- 
ings as recorded in the national accounts and adjusted to correct for inflation- 
induced measurement errors. Also shown in the table are recorded and inflation- 
adjusted government balances. The table shows that although the private sector sav- 
ings rate is significantly lower after inflation adjustment, the rise in this rate over the 
two cycles is not much different whether it is inflation-adjusted or not. Given that total 
savings are unaffected by inflation adjustment, a parallel observation about govern- 
ment savings applies. It is also of interest to note that the total government sector 
was a net lender (that is, in surplus) over the 1967-1981 period on an inflation- 
adjusted basis but a net borrower by conventional measures. The federal government 
was a net borrower by both measures over the last cycle, but the decline in the fed- 
eral balance over the two cycles was smaller on an adjusted basis than indicated in 
the national accounts. It is also of interest to note that the federal government 
adjusted savings rate was zero over the 1967 to 1981 interval, compared to dissaving 
of almost 1 per cent of GNP shown in the national accounts. The federal government 
was a dissaver by both measures over the 1974-1981 period. 


Since one of the key concerns raised by large and continuing government deficits is 
their effect on private investment, it is of interest to examine investment develop- 
ments over the past several cycles. It must be recognized at the outset that an after 
the fact examination of investment behaviour cannot be used to demonstrate cause 
and effect; but it is of some interest whether the observed events are consistent with 
a given interpretation. 


(5) Accepting the point of view that the average level of activity over the cycle is unaffected by the deficit 
implies that, to a close approximation, a lower deficit over the last cycle would have meant lower foreign 
savings (reduced capital inflows) and/or higher domestic investment. To the extent the deficit affected 
the composition of demand and, hence, the demand for imports and the supply of exports, the change 
in the deficit would not be exactly matched by a change in foreign savings. 


(6) Data limitations prevent calculating inflation-adjusted government balances and savings rates prior to 
1961. See Annex F for additional details. 
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Table G-2 


Savings by Sector and Government Balances 
As Recorded in the National Accounts and Adjusted for Inflation 


1967-1973 1974-1981 1967-1981 


Recorded Adjusted Recorded Adjusted Recorded Adjusted 


(percentage of GNP) 
Private savings 17.9 Ae 22.3 21.0 20.3 19.1 
Government savings 4.7 5.6 1.6 AAS) 3.0 4.2 
Federal 0.8 Wee —2.1 —1.1 —0.8 0.0 
Provincial-local-hospital 2.6 3.2 2.6 3.6 2.6 3.4 
C/QPP We: ileal el 0.4 12 0.7 
Total savings 22.6 22.6 23.9 23.9 20:3 23.3 
Government balance 0.8 1.7 — 1.6 —0.3 —0.5 0.6 
Federal 0.2 - 0.7 —2.6 —1.6 —1.3 —0.5 
Provincial-local-hospital —0.7 0.0 —0.1 0.9 —0.4 0.4 
C/QPP®) ke leat ileal 0.4 lee 0.7 


Note: Details may not add due to rounding 

(1) Personal, corporate and foreign savings 

(2) Canada and Quebec Pension Plan 

Source: Statistics Canada, National Income and Expenditure Accounts, cat. 13-001; and the Department of Finance. 


The data in Table G-1 indicate that private investment was a larger share of GNP 
from 1974 to 1981 than in the preceding cycles since 1948. Additional information 
on the composition of private investment is provided in Table G-3. Private fixed 
investment was an above-average share of GNP over the 1974-1981 cycle, as were 
the two components, non-residential and residential investment. Inventory investment 
was a below average share of GNP over the last cycle. Thus, there is little direct evi- 
dence that government deficits displaced or crowded out private investment over the 
1974-1981 interval. However, it is possible that in the absence of government deficits 
the private investment share would have risen even further. 


Table G-3 


Gross Investment as a Percentage of GNE by Major Category 
for Selected Periods from 1948 to 1981 


Total Private Non- 

private fixed residential Residential Inventory 
1948-1956 20.2 ices) 13.6 4.9 Ee 
1957-1966 19:7 18.7 13.9 4.8 1.0 
1967-1973 19.0 18.2 13.3 4.9 0.8 
1974-1981 20.8 20.2 14.6 5.6 0.6 
1948-1981 20.0 18.9 13.9 5.0 fet 
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There are two offsetting influences to be considered in evaluating the impact of the 
deficit on private investment. Assuming that fiscal stimulus results in a higher average 
level of activity over the business cycle, private investment would tend to be higher 
than it otherwise would have been. On the other hand, budget deficits could have an 
adverse effect on investment through higher interest rates. Consequently, the net 
effect on investment could be either negative or positive. 


An analysis of credit flows may cast some further light on the relative importance of 
these two effects. However, it must be stressed again that it is difficult to infer cause 
and effect from an after the fact analysis of credit flows, since such flows reflect a 
complex interaction of supply and demand factors. For example, if public and private 
credit demands tended to move in opposite directions, it could be argued that public 
borrowing displaced private borrowing; but this behaviour would also be consistent 
with effective countercyclical policy since a cyclical downturn would be associated 
with a fall in private credit demands and a rise in public sector borrowing. In order to 
favour the latter interpretation over the former it would be necessary to demonstrate 
that credit flows were not constrained by supply factors. Total credit flows that were 
below ‘“‘normal’’ while government borrowing rose would suggest the absence of 
major supply constraints, as would a positive correlation between foreign borrowing 
and total credit flows. 


The relationships can be seen in Chart G-1, which shows total and private sector 
credit flows as a percentage of nominal GNP. Public sector borrowing, which can be 
read as the difference between total and private sector credit flows on the graph, 
excludes federal debt taken up by the Bank of Canada. It also excludes borrowing by 
Crown corporations, which are included in the private sector. Total credit flows 
include stocks, bonds and all other debt instruments issued by Canadians, as well as 
direct investment from abroad. Also included in the chart is credit extended to 
Canadians from abroad. It is to be noted that public sector borrowing from the pri- 
vate sector can differ significantly in the short run from the deficit less bonds taken up 
by the Bank of Canada. In the case of the federal government, foreign exchange 
transactions can be a significant source of, or requirement for, financing in the short 
run, aS can variations in cash balances. These factors were important in reducing fed- 
eral participation in credit markets in 1978 and 1979 but resulted in increased credit 
demands in 1981. 


A strong positive correlation between total, private and foreign borrowing is apparent 
in the chart. This suggests private sector credit flows are generally determined by 
demand conditions and that foreign credit plays a significant role in meeting varia- 
tions in demand. The most conspicuous example of this relationship is in 1981 when 
large rises in private and government borrowing were accompanied by a very large 
increase in borrowing from abroad. As a result, total credit flows reached a record 
proportion of GNP in 1981. There are, however, some years when the pattern is con- 
sistent with public sector borrowing having affected private demand. In 1973 the gov- 
ernment sector was a net lender; this was associated with a rise in borrowing by the 
private sector. In 1977 a large rise in public sector borrowing was associated with a 
smaller decline in private demands as well as a reduction in borrowing in foreign 
markets. 


The foregoing analysis of credit flows is helpful in analyzing the impact of deficits on 
financial markets, but large and continuing government borrowing is likely to be 
associated with a growing debt-to-GNP ratio. This could be a source of general pres- 
sures on interest rates. In addition, a rising share of federal debt in total wealth or 
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GNP could promote the expectation that inflation will accelerate if people come to 
believe that cumulative financing difficulties will result in a monetization of the deficit. 


In the text the discussion of what is often called portfolio crowding out was focussed 
on net liabilities. A case could be made for using total debt held outside the Bank of 
Canada in analyzing the issue of portfolio crowding out on the grounds that increases 
in unmatured debt held by the public relative to total portfolios could lead to a dis- 
placement of private investment. As can be seen from Chart G-2, this measure of 
debt declined more or less continuously from 1959 to 1976, falling to about 20 per 
cent of nominal GNP in 1976 from almost 40 per cent in 1959. Since 1976 this ratio 
has increased to roughly 31 per cent of GNP; but it is still lower than from 1959 to 
1965. Although no widely accepted methodology for determining the optimal level for 
this ratio exists, it would be difficult to argue that the amount of publicly held federal 
debt has risen to unacceptably high levels on the basis of the data in Chart G-2. 


The preceding analysis of credit flows and debt stocks suggests that crowding out 
was not a significant issue in the recent past. The other side of the coin is of course 
the question of excessive monetization of the federal deficit. Bank of Canada hold- 
ings of public debt are of interest in analyzing this issue; they are shown as a percent- 
age of GNP in Chart G-2. Since the late 1960s, Bank of Canada holdings of federal 
public debt have averaged approximately 5.0 per cent of GNP, with a high of 5.5 per 


Chart G-1 
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(1) All financial liabilities issued by Canadians in domestic and foreign credit markets, 
including net foreign direct investment in Canada but excluding the change in the 
Bank of Canada’s holdings of federal public debt. 


Source: Bank of Canada Review; Statistics Canada, Financial Flow Accounts, quarterly 
cat. 13-002; Department of Finance. 


Chart G-2 


Federal Direct Debt Held by the General Public and the Bank of Canada 
(As a percentage of GNP) 
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Source: Bank of Canada Review. 


cent and a low of 4.5 per cent. These developments are more consistent with longer- 
term stability in the growth of the money supply than with excessive monetization of 
federal debt. 


A perspective on the short-run relationship between federal borrowing and the 
money supply can be obtained by comparing credit expansion by chartered banks 
and federal borrowing requirements (Chart G-3). There clearly has not been a high 
positive correlation between federal borrowing requirements (defined to include debt 
issued to the Bank of Canada) and chartered bank credit expansion since 1972, 
implying that factors other than federal borrowing requirements have been important 
in chartered bank credit expansion. 


The review of the evidence on the effects of government deficits on private invest- 
ment suggests that crowding out has not been a major issue during this recent period 
of relatively large government deficits. Private investment was an above average 
share of GNP over the last cycle and there is little direct evidence of a conflict 
between public and private sector credit demands, partly because of the accessibility 
of foreign capital markets. It is also worth noting that on an inflation-adjusted basis 
the total government deficit was a small portion of GNP over the 1974-1981 period. 
Nor is there direct evidence that excessive monetization of the federal deficit was an 
issue during this period. 


rah 
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Chart G-3 
Bank Credit Expansion and Federal Government Borrowing Requirement 
(As a percentage of GNP) 


Bank credit expansion 


Source: Bank of Canada Review and Department of Finance. 
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Tableau E-1 


Soldes budgéetaires des administrations publiques 
apres correction des variations conjoncturelles‘”) 


1971 a 1982 
Administration fédérale Autres administrations() Ensemble des administrations 
Elément Elément Elément Elément Elément Elément Ecart 
Solde conjonc- non con- Solde conjonc- non con- Solde conjonc- non con- de pro- 
observe turel joncturel observe turel joncturel observé turel joncturel duction") 
($ milliards) 
1971 —0.1 —0.1 0.0 OFS —0.0 0.3 0.1 0.2 0.3 
1972 —0.6 0.1 —0.7 0.6 0.1 0.6 0.1 0.2 =—0:1 
1973 0.4 1.0 —0.6 0.9 0.4 0.5 1 Le =(Ont 
1974 1.1 1.6 —0.5 ils 7 0.5 UZ 2.8 2.0 0.8 
1975 —3.8 0.0 —3.8 —0.2 —0.0 —0.2 —4.0 —0.0 —4.0 
1976 —3.4 0.7 —41 0.2 0.2 —0.1 = SZ 0.9 —4.1 
1977 —7.3 —0.5 —6.8 2S —0.1 2.4 —5.0 —0.6 —4.4 
1978 — 10.7 —0.8 —9.9 3:3 —0.2 S25) —7.4 = 1:0 —6.4 
1979 —9.3 —0.4 —8.9 4.3 —0.2 4.5 —5.0 —0.6 —4.4 
1980 — 10.2 —2.0 —8.2 4.0 =e 5.1 —6.2 — 3.0 —3.1 
1981 —8.0 —1.8 —6.2 4.0 —0.9 4.8 —4.0 —2.7 —1.3 
1982 —21.1 —9.4 — 11.7 2.4 —4.0 6.4 — 18.6 —13.4 —5.3 
(en pourcentage du PNB)°@) 
1971 —0.2 —0.2 0.0 0.3 —0.0 0.3 0.1 —0.2 0.3 0.1 
1972 —0.5 0.1 —0.6 0.6 0.1 0.5 0.1 0.2 —0.1 —0.7 
1973 0.3 0.8 —0.5 0.7 0.3 0.4 1.0 1 —0.1 —2.8 
1974 0.8 1.1 —0.3 2 0.3 0.9 1.9 1.4 0.5 —2.5 
1975 —2.3 0.0 —2.3 —0.1 —0.0 —0.1 —=2.5 —0.0 —2.4 0.4 
1976 —1.8 0.3 —2.2 0.1 0.1 —0:0 = b7/ 0.5 —2.2 —1.2 
1977 —3.5 —0.2 =3.2 ‘leat —0.1 12 —2.4 —0.3 —2.1 0.6 
1978 —4.6 —0.4 —43 1.4 —0.1 ARS —3.2 —0.4 —2.8 0.6 
1979 —3.5 —0.1 —3.4 1.6 —0.1 ke 7/ —1.9 —0.2 — 157 0.7 
1980 —3.5 —0.7 —2.7 1.4 —0.4 de —2.1 — 1.0 — 1.0 2.9 
Moyenne 

1971-80 — 1.9 0.1 —2.0 0.8 0.0 0.8 — 1.1 0.1 — 1.2 —0:2 
1981 —2.4 —0.5 —1.8 1.2 —0.3 1.4 —1.2 —0.8 —0.4 Zee 
1982 —6.0 —2.7 —3.1 0.7 —1.1 et —5.3 —3.8 —1.4 9.0 


ee ee eee eee eee es ee 


Sources: Statistique Canada, Comptes nationaux des revenus et des dépenses, n° de cat. 13-001 ; et ministére des Finances. 

() D’aprés les Comptes nationaux et les années civiles. Estimations fondées sur le scénario de production tendancielle basse. Les chiffres étant arrondis, la somme des éléments 
peut ne pas correspondre au total. 

‘2)Comprend le solde budgétaire global des administrations provinciales, des administrations locales, du secteur hospitalier et des Regimes de pensions du Canada et de rentes du 
Québec. . 

3) Les soldes observés et les élements conjoncturels sont indiqués en pourcentage du PNB observe, tandis que les éléments non conjoncturels sont indiqués en proportion du PNB 
corrigé des variations conjoncturelles. 

‘) Production corrigée des variations conjoncturelles moins production observée, en pourcentage du PNB corrigé. 
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Tableau D-4 


Effets des mesures fiscales discrétionnaires sur les recettes budgétaires fédérales 


— a. Sa ee a 2 Ste ee ee eee 


1972-73 1973-74 1974-75 1975-76 1976-77 1977-78 1978-79 1979-80 1980-81 1981-82 1982-83 


Sa eS a a ae ee 2 eee ae eee 


(variation de la part en pourcentage du PNB) 


1. Depuis le 8 mai 1972 


Impot sur le revenu des particuliers() —0.0 — 1.0 —1.1 — 1.6 — 1.6 —2.3 —2.8 —2.6 —2.6 —2.6 —2.8 
Impot sur le revenu des sociétés —0.1 —0.5 —0.2 —0.1 —0.2 —0.2 —0.5 —0.7 —0.5 —0.4 +0. 1 
TRPG et TRPS@) — = = = = = = = +0.0 +0.3 +0.6 
Impots indirects — énergie = +0.2 +1.1 +0.9 +0.7 +0.5 +0.4 +0.4 +0.5 +0.7 +0.6 
Impots indirects — énergie exclue —0.0 —0.2 —0.4 —0.7 —0.7 —0.8 —0.9 —1.2 —1.2 —1.2 — 1.1 
Total —0.1 —1.4 —0.6 —1.6 —1.9 —2.8 —3.9 —4.2 —3.8 —3.3 —2.7 
2. Depuis le 18 novembre 1974 

Impét sur le revenu des particuliers —0.2 —0.8 —0.9 — 1.8 —2.0 —2.0 —2.0 —2.1 —2.2 
Impot sur le revenu des sociétés +0.2 +0. 1 0.0 —0.1 —0.3 —0.5 —0.3 —0.3 +0.1 
TRPG et TRPS() — — — — = — 0.0 +0.3 +0.4 
Impots indirects — énergie = +0.3 +0.3 +0.3 +0.2 +0.2 +0.2 +0.5 +0.5 
Impots indirects — énergie exclue —0.2 —0.6 — 0.6 —0.7 — 0.8 — 1.1 — 1.1 — 1.1 — 1.0 
Total —0.2 —1.1 —1.1 —2.3 —2.9 —3.4 —3.2 —2.7 —2.2 
3. Depuis le 21 avril 1980 

Impot sur le revenu des particuliers —0.1 —0.1 
Impot sur le revenu des sociétés +0.1 +0.2 +0.5 
TRPG et TRPS@) +0.0 +0.3 +0.6 
Impots indirects — énergie +0.2 +0.3 +0.3 
Impots indirects — énergie exclue +0.1 +0.1 +0.2 
Total +0.5 +0.7 +1.4 
Pour mémoire 

Indexation de l’impét des particuliers -= —0.1 —0.4 — 1.0 —1.5 —1.8 —2.2 —2.6 —3.1 —3.5 —4.3 


( 


".Comprend les transferts aux provinces des points d’impot relatifs au financement des programmes établis et a |’'abaissement temporaire de la taxe de vente en 1978, mais non 
l’effet de l’indexation 


2) Taxe sur les recettes pétroliéres et gazieres et taxe sur les. recettes pétroliéres supplémentaires. 
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Tableau D-3 


Recettes budgétaires du Gouvernement du Canada 


Présentation des Comptes publics”) 
1965-66 1972-73 1973-74 1974-75 1975-76 1976-77 1977-78 1978-79 1979-80 1980-81 1981-82 1982-8302) 
(en pourcentage du PNB) 


Impot sur le revenu des particuliers 4.8 8.0 gs) 7.9 Usi/ oil 6.7 6.4 6.4 6.8 Use) 7.6 
Impot sur le revenu des sociétés'?) 3.2 2.8 3.0 3.3 3.5 2.8 25 NS Pe Uf 2.8 2.4 2.0 
Impot non-résidents, successions et 

divers 0.5 0.4 0.2 0.3 0.3 0.2 0.2 0.2 0.3 0.3 0.3 0.3 
Taxe de vente 3.5 2.9 2.9 2.6 2.1 2a Onl | 1.8 1.9 1.9 ile, 
Droits de douanes 1.2 Us 1.1 We? (E2 ileat lise le? lest 1.1 1.0 0.8 
Droits d’accise et autres taxes d’accise 1.3 ale 0.9 0.8 0.8 OF; 0.6 0.6 0.5 0.6 0.5 0.6 
Recettes fiscales énergétiques() — — 0.2 at 0.9 0.7 OS 0.4 0.4 0.5 1.0 a2 
Total des recettes fiscales 14.5 16.1 15.9 WES 16.4 15.3 13.9 13.3 13.3 13.9 14.5 14.0 
Total des recettes non fiscales leat 1.4 1.4 1.4 ABS 5 1.5 1.6 Vs 1.6 1.8 1.6 
Total des recettes non energétiques’) 15.6 17.4 17.0 17.6 16.9 16.1 14.9 14.5 14.4 Host 15.5 14.2 
Total des recettes budgétaires 15.6 17.4 ilizad 18.7 17.8 16.8 15.4 14.9 14.9 15.6 16.3 1S57 


Pour mémoire 
1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983) 


(variations en pourcentage) 


Revenu personnel 13.1 16.8 1925 16.5 14.1 10.3 Lea. 11.8 12.7 16.9 9.7 7.9 
Revenu personnel par personne 

employée 10.1 W255 15.6 13.0 11.8 7.4 7.4 7.8 9.9 14.0 13.5 8.4: 
Bénéfices des sociétés avant impot 24.4 42.8 30.1 —2.0 1.6 ays 22.6 32.2 7.4 — 10.5 — 33.3 30.8 

(pourcentage) 

Produit national brut 11.4 17.4 19.4 12.1 1585 9.3 10.4 13:5 11.6 13.5 S16) 10.0 
Facteur d’indexation—impét personnel — — 6.6 10.1 ise 8.6 Wee 9.0 8.9 9.8 12.2 6.0 
Taux d’ inflation (IPC) 4.8 7.6 10.8 10.8 US 8.0 9.9 9.1 10.2 12.5 10.8 6.3 


) Pour avoir des recettes com 
2) Estimation. 

‘8)Comprend les impots directs des sociétés sur la production de pétrole et de gaz. 

‘) Ne comprend pas les impéts directs des sociétés sur la production de pétrole et de gaz. 


parables, on a exclu les recettes postales pendant toute la période considérée. 
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Tableau D-2 


Systéme de gestion financiére 
Dépenses fédérales par fonction 
Exercices 1972 a 1982 


Conserva- 


tion des Transferts 
ressources, généraux Total des 
Protection Transports, Santé, developpe- Education, Travail, a d'autres Service Dépenses_ paiements 
Services de la communica- services ment Environne- loisirs, emploi, administra- de la Affaires geénerales de 
genéraux personne) tions sociaux del’industrie ment culture immigration Logement tions dette €trangéres Autres(?) brutes _ transfert‘) 


(en pourcentage du total des dépenses) 


1971-72 6.1 W217 6.6 38.5 6.4 0.1 5.8 1.6 0.4 8.5 7.8 lst 4.4 100.0 65.2 
1972-73 6.0 11.0 6.6 41.3 6.5 0.5 5.1 2.3 0.5 7.8 WZ 1.8 3.4 100.0 66.6 
1973-74 5.7 10.7 7.3 41.4 Usd. 1.0 4.8 1.4 0.6 7.8 el 1.8 3.3 100.0 66.9 
1974-75 9.5 9.4 Te 40.0 3S 0.9 4.3 V1 0.7 8.7 7.3 LS 3.2 100.0 GOR7, 
1975-76 9.1 Sh 6.7 41.1 10.6 0.8 4.1 We 0.9 7.3 Tel, 20) 3.2 100.0 69.7 
1976-77 5.5 10.1 6.7 42.1 8.5 0.7 4.2 Vel 1.2 8.3 en Wes 2a, 100.0 68.5 
1977-78 5.6 10.4 6.4 40.9 ell 0.7 5.1 Weil iat 7.6 UM 2.4 3.3 100.0 67.7 
1978-79 9.5 10.4 6.4 41.4 6.8 0.8 5.3 esd 1.3 6.6 9.3 ALS) 3.1 100.0 68.4 
1979-80 5.1 Sh) 9.7 39.4 SL 0.6 5.0 dee 1.4 6.6 10.3 1.8 3.5 100.0 70.9 
1980-81 5.1 9.4 6.3 38.2 10.7 0.5 4.5 14 1.5 6.5 10.8 1.6 3.9 100.0 69.4 
198 1-82 5.1 SHS 5.3 36.8 10.8 0.4 4.2 1.1 1.4 6.7 13.6 1.6 3.5 100.0 70.6 


“ Comprend la défense nationale. 
) Transferts aux entreprises propres et aux établissements de planification et de développement regional et de recherches. 
‘9’ Comprend les transferts aux particuliers et aux autres administrations, ainsi que le service de la dette publique. 

Source: Statistique Canada, Finances publiques fédérales; n° de cat. 68-211. 
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Tableau B-1 


Soldes budgétaires au Canada par sous-secteur d’administration 197 1-1982 


: Gouvernements 
Gouvernement provinciaux et locaux Ensemble des 
fédéral (hdpitaux compris) RPC/RRQ administrations 
Milliards Pour cent Milliards Pour cent Milliards Pour cent Milliards Pour cent 
de $ du PNB de $ du PNB de $ du PNB de $ du PNB 
1971 —0.1 —0.2 — 1.0 —1.1 lee: 1.4 0.1 0.1 
1972 —0.6 —0.5 —0.7 —0.7 1.4 qlee: 0.1 0.1 
1973 0.4 OF3 —0.6 —0.5 1.5 We 1.3 1.0 
1974 1.1 0.8 —0: 1 —0.1 1.8 le 2.8 1.9 
1975 —3.8 —2.3 =2:2 —1.4 2.0 a2 —4.0 —2.5 
1976 —3.4 —1.8 —2.0 —1.1 Bie 1.1 —3.2 —1.7 
Oia —7.3 —3.5 0.1 0.0 2.2 ules — 5.0 —2.4 
1978 — 10.7 —4.6 0.8 0.3 2.4 1.0 —7.4 =3:2 
1979 —9.3 —3.5 1.6 0.6 eal 1.0 — 5.0 —1.9 
1980 — 10.2 —3.5 1.0 0.3 3.0 1.0 —6.2 —2.1 
1981 — 8.0 —2.4 Og 0.2 Sh 1.0 — 4.0 —1.2 
1982 —21.1 —6.0 —1.3 —0.4 3.8 leat — 18.6 5:3 


Note: Les chiffres étant arrondis, la somme des éléments ne correspondra pas au total. 
Source: Statistique Canada, Comptes nationaux des revenus et des dépenses, n° cat. 13-001. 
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Tableau A-4 


Recettes, depenses et soldes du gouvernement fédéral 
selon les divers systemes comptables‘) 


eee 


Comptes publics Comptes nationaux Gestion financiére 
Opérations 
Recettes Dépenses Solde non Besoins 
budgétaires budgétaires budgétaire budgétaires financiers‘) Recettes Dépenses Solde Recettes Deépenses Solde 


ee ee ee ee a ee ee a a ee ee eee eee 
(en millions de dollars) 


1972-1973 18.4 19.4 — 1.0 —0.3 —1.3 20.6 20.1 —0.2 21.4 20.9 0.5 
1973-1974 21.3 22ah —1.4 0.0 —1.4 24.0 23.8 0.2 25. | 24.3 0.8 
1974-1975 Zif(e 29.3 —1.7 —0.4 —2.1 30.8 30.8 0.0 32.2 30.9 1.3 
1975-1976 PASMS: 35.0 —5.5 0.7 —4.8 32.6 36.6 —3.9 34.7 36.3 —2.1 
1976-1977 32.0 38.2 —6.2 ORs; —5.5 36.1 40.3 —4.2 38.5 41.2 —2.7 
1977-1978 32.1 42.4 — 10.3 eo) —8.4 36.2 45.6 —9.4 39.1 46.0 —6.9 
1978-1979 34.3 46.5 — 12.2 Vet —11.1 39.8 49.5 —9.6 42.6 50.6 —8.0 
1979-1980 38.9 50.4 —11.5 deat — 10.4 45.3 54.6 —9.3 49.7 97.2 —7.5 
1980-1981 45.4 58. 1 — 12.7 2.6 — 10.1 53.2 6229 —9.7 58.4 69 —9.5 
1981-1982 54.1 67.7 — 13.6 5.2 —8.3 65.2 To: —9.9 W238 78.8 —6.3 


( Exercices financiers. 

(2) Qpérations de change non comprises. 

Sources: Comptes publics du Canada; Statistique Canada, Comptes nationaux des revenus et des dépenses, n° cat- 13-001, et Finances de /’administration publique fédérale, n° 
cat. 68-211. 
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